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I. STATEMENT OF QUALIFICATIONS AND INTRODUCTION 

PLEASE ST,%TE YOUR NAME AND YOUR BUSINESS ADDRESS. 

My name is William Dunkel. My business address is 8625 Famington Cemetery Road, Pleasant 

Plains, Illinois 62677. # 

WHAT IS YOUR PRESENT OCCLTATION? 

I am a consultant providing services in te!ephone rate proceedings. I am the principal of 

William Dunkel and Associates, which was established in 1980. Since that time, I have regularly 

provided consulting services in telephone regulatory proceedings throughout the country. I have 

participated in over 130 state regulatory telephone proceedings before over one-half of the state 

commission in the United States, as shown on Appendix A attached hereto. I have participated 

in telephone regulatory proceedings for over 20 years. 

I currently provide, or in the past have provided, services in telecommunications proceedings to 

the followino, clients: 

The Public Utility Commission or the Staffs in the States of  

Arkansas 
Arizona 
Delaware 
Georgia 
Guam 
Illinois 
Maryland 
Mississippi 

Missouri 
New Mexico 
U.S. Virgin Islands 
Utah 
Virginia 
Washing ton 
Kansas 

The Office of the Public Advocate, or its equivalent, in the States of 
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31 

Colorado 
District of Columbia 
Georgia 
Hawaii 
Illinois 
Indiana 
Iowa 
Maine 
Florida 

Missouri 
New Jersey 
New Mexico 
Ohio 
Oklahoma 
Pennsylvania 
Utah 
Washington 

The Department of Administration in the States of: 

Illinois 
Minnesota 

South Dakota 
Wisconsin 

ON WHOSE BEHALF ARE YOU TESTIFYING? 

I am tesnfying on behalf of the Staff of the Arizona Corporation Commission (ACC). 

HAVE YOU PREVIOUSLY PARTICIPATED IN ANY PROCEEDINGS IN ARIZONA? 

Yes. 1 have participated in three previous matters in Anzona. I recently filed Rebuttal testimony 

in Docket So.  T-01051B-97-0689 on behalf of the ACC Staff regarding depreciation. In 

addition, I conducted a Cost of Service Study on behalf of the Staff of the Arizona Corporation 

Commission in an undocketed matter preparing a cost study pertaining to USWC.' I also a rate 

design witness in general rate case, Docket No. E-1051-93-183, involving USWC on behalf of 

the ACC Staff. 

In this testimony I address depreciation issues. In addition, in the modernization section, I 

address the retirements that were incorporated in the depreciation projection lives adopted by the 

ACC. In the reconstruction cost new less depreciation (RCNLD) section, I address issues 

including the calculation of the remaining life from the depreciation studies. 

At the m e  tins case was initiated, the Company's name was U S West Communications. Inc. (USWC). However, 
since thar *e. a merger between USWC and Qwest has occurred, and the new Company name is Qwest. However, 
throughour d i s  testmony, the Company will be referred to as USWC. 

I 
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3 FOR REGLXATED UTILITIES? 

4 

5 

6 

Q. CAN YOU PLEASE HIGHLIGHT SOME OF YOUR EXPERIENCE IN DEPRECIATION 

A. Yes. I commenced working on depreciation pertaining to regulated utilities over 20 years ago 

when I was on the Staff of the Illinois Commerce Commission. Over the years, I have 

participzred in depreciation studies and testified on depreciation pertaining to regulated utilities 

7 in man: pceed ings .  

X 

9 

10 

I have established a reputation 2s being a reasonable depreciation analyst. In a Public Service of 

Oklahoma (PSO) proceeding before the Oklahoma Corporation Commission, Docket No. PUD 

1 1  

12 

13 

96-21 4. five different depreciation experts presented different depreciation recommendations for 

PSO. They were Mr. Jacob Pous on behalf of the Oklahoma Corporation Commission Staff, Mr. 

Douglas L. Burton on behalf of Transok, Inc., Mr. James T. Selecky on behalf of the Oklahoma 

Industrid E n e r g  Consumers, Mr. John S. Ferguson on behalf of PSO, and myself on behalf of 

15 the Oklahoma Attorney General. For all accounts, the settlement in the case adopted the 

16 

17 

depreciation rates and parameters which I had determined, except for two general plant accounts 

where the depreciation rates were adjusted to meet certain overall limitations that were agreed to 

18 in the senlement. 

19 

20 I have taken advanced depreciation programs entitled "Forecasting Life" and "Forecasting 

21 Salvage and Cost of Retiring" offered by Depreciation Programs, Inc. 

23 Q. ARE YOU -A MEMBER OF ANY DEPRECIATION PROFESSIONAL ORGANIZATION? 

24 A. Yes. I am a member of the Society of Depreciation Professionals. 

25 

26 Q. DO YOC E A V E  EXTENSIVE EXPERIENCE IN TELECOMMUNICATIONS RATE 

DESIGK -L\D COST OF SERVICE? 

3 
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A. Yes .  For two decades, 1 have providing services in regulatory telecommunications proceedings 

- I 

3 

4 

5 

6 

7 

8 

across the nation. Specifically, in the USWC states, I have provided rate design testimony 

pertainins to TJSWC [or its predecessors "Mountain Bell" and "Northwestern Bell") in the 

following jurisdictions: Arizona, Colorado, Iowa, Minnesota, New Mexico. South Dakota, Utah, 

and Washingon. as is shown on Appendix A attached hereto. 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

A. I address h r e e  primary issues in this testimony. They are: 

9 

10 

1 1  

1. 

requested a method to assure that the rapid retirements and modernization that were assumed in 

In the April 25, 2000 Open Meeting in the depreciation proceeding, the Commissioners 

12 the approved depreciation rates actually occurred in Arizona. I present StaEs proposal to 

13 monitor and incent USWC to actually make the modernization that are incorporated and assumed 

in the dqreciation parameters the Commission has approved. 

I 5  

16 

17 

1s 
19. 

20 

2. 

on the depreciation expense to be utilized in this proceeding. 

I quantify and present the impact of the Commission approved depreciation parameters 

In addition, the calculation of the "percent condition'' used in the RCNLD calculation. 

21 11: -ARIZONA MODERNIZATION INCENTIVE 

22 
23 

24 

25 

Q. WERE THE HIGHER DEPRECIATION EXPENSES APPROVED BY THE COMMISSION 

BASED LTOX AN EXPECTATION OF GREATLY ACCELERATED RETIREMENT AND 

MODEKWXTION BY USWC IN ARIZONA? 

4 
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21 

77 -- 

A. Yes. The Commissioners' statements quoted above correctly indicate that the depreciation 

parameters are based on the assumption that USWC would be modernizing much more rapidly in 

the future. In recent years, USWC has been retiring 2% to 4% of its Arizona investment per 

year.2 The new depreciation lives approved by the Commission assume USWC will be retiring 

over 139i of its Arizona investment per year. For example, the projection lives the Commission 

approved assume US WC will retire 13.8% of its Arizona investment in the year 2000, as shown 

in Column B on Schedule WDA-1. 

The projection lives the Commission adopted for most accounts were much shorter than the 

existing lives in Arizona. The projection lives and retirements are inversely related. That is, in 

order to achieve a shorter average life, the annual retirements must be higher than the retirement 

level needed to achieve a longer average life. The customers' prices set in t h s  proceeding will be 

set much higher than they otherwise would be, based upon the expectation that USWC will be 

accelerating its retirements and modernization in Anzona. Therefore, it is very appropriate for 

the Commission to require that these expected future retirements and the associated 

modernization actually occur in Arizona. 

Q. IN PRIOR TESTIMONY AND IN COLUMN B OF SCHEDULE WDA-1, YOU STATED 

THAT THE PROJECTION LIVES THE COMMISSION APPROVED CONTAINED 

SPECIFIC FUTURE RETIREMENTS. CAN YOU PLEASE DEMONSTk4TE THAT? 

A. Yes. Schedule WDA-2 is a copy of one of the calculations that was performed as part of the 
-. 

depreciation proceeding. As can be seen from the top of this page, the Commission approved 

' For example. in 1998, in Anzona USWC retired 1.8% of its investment. In 1999, USWC retired 3% of its 
investmenr UI i\nzona. (Calculated from USWC response to Request WDA 21-001, Attachments A and B) 

5 



. 
1 projecrion iife of seven years for the Office Equipment Account, and a Commission approved 

- 1 Iowa cx ;e  shape of LO.5 have been entered. Based upon these inputs, the program calculates a 

3 

4 

5 

6 

I 

8 

9 

specific expected future retirement pattern by year, as shown in Column C. The specific 

amouns snown in this column are "per $100,000'' of initially installed investment. This figure 

can be qpi ied to the actual investment for each age to arrive at the expected retirements each 

year. Z i c  Cornmission approved parameters assume USWC will be making a specific level of 

retiremars each year in the future. - 

Q. HAS THE COMMISSION ACTION GIVEN USWC THE OPPORTUNITY TO RAF'IDLY 

10 ACCELEKATE RETIREMENTS AND MODERNIZATION IN ARIZONA? 

1 1  

12 

A. Yes. The Commission has given USWC the opportunity to rapidly accelerate retirements and 

modernization in Arizona. The ACC will be providing USWC a huge amount of additional 

customer funds based upon the expectation that USWC will make the expected accelerated 

retirements and modernization. At this point, there is no guarantee that USWC management will 14 

15 

16 

take advanrase of this opportunity to modernize at the expected accelerated rate. If USWC 

management does take advantage of this opportunity and use the customer funds for their 

17 intended purpose, that is fine. However, the USWC management instead could divert the funds 

18 to other purposes. The Commission has done its part to accelerate modernization. The 

19 customers will be doing their part by paying higher rates that are based upon that assumed 

20 

21 

-- 13 

23 

accelerated modernization. Afler that, it will be up to USWC management to decide if they will 

take advantage of this opportunity to actually make the expected modernization, or if they 

attempt to divert the funds to other purposes. 

6 



1 Q. HAS USWC PROVIDED ANY ASSURANCE THAT THEY ARE ACTCALLY PLANNTNG 

- 

3 APPRO1;ED DEPRECIATION LIVES? 

TO MAKE THE FUTURE RETIREMENTS THAT ARE ASSUMED JN THE ACC 
Ir 

4 A. No.. Staffhas not been able to obtain any assurance from USWC that USWC is planning to 

I 5 actuall>- make the level of retirements incorporated in the Commission approved depreciation 

6 

7 

8 

lives. For example, attached as Schedule WDA-3 is a Staff request asking for USWC's plans to 

actual& rnake the retirements assumed in the approved depreciation lives. -As can be seen from 

that response, USWC did not provide any assurance that they are actually planning to make those 

9 retirements. 

10 

11 Q. WHAT DOES USWC'S BUDGET SHOW THEIR RETIREMENT PLANS ARE FOR THE 

12 YEAR 2000? 

A. As pre\-iously discussed, the Commission approved depreciation lives assumed USWC would be 

14 

15 

16 

17 

18 

19 

retiring 13.8% of its Arizona investment in the year 2000. However, USWC's most recent 

budget for the year 2000 shows USWC plans to retire less than ** 

investment in the year 2000, as shown in Column C of Schedule WDA- 1. The retirements that 

USWC has actually planned for the year 2000 are only ** 

year that are assumed in the ACC approved depreciation lives. 

** of its Arizona 

** of the retirements for that 

20 Q. WHAT WOULD THE IMPACT BE IF THE PRICES CHARGED CUSTOMERS ASSUME 

21 

-1 77 

23 MODEKXZATION? 

MORE RAPID RETIREMENTS AND MODERNIZATION TN ARIZONA. BUT USWC DOES 

NOT ACTUALLY MAKE THOSE RETIREMENTS AND ASSOCIATED 

7 
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A. This would be the worst of both worlds. If this occurs, the customers will not be receiving the 

modernization for which they are paying. In addition, collecting the money ?om the Anzona 

customers. but not making the expected Arizona modernization, harms the -Arizona economy. If 

this money would have been left in the customers' hands, that would have becn spendable 

income in Arizona. Customers could have spent on goods and services in -1J;,zona, thereby 

promoting Arizona employment and business activity. However, when these additional funds 

are collected from the customers in the USWC rates, the customers can no longer spend those 

funds in -4nzona for other purposes. If the money is collected but all the expected modernization 

is not made, the portion of that money that is not utilized in Arizona will be removed from the 

Arizona economy. This harms the economy and employment. It is important to the Arizona 

economy and employment that the funds collected from the Arizona customers for the purpose of 

accelerating Anzona retirements and modernization be used for the intended purpose. If a 

portion of these Arizona funds are diverted to other jurisdictions, that will h a m  the Arizona 

economy. The diversion of Arizona funds from their intended purpose, or even to other 

jurisdictions, could result in Arizona being a "cash cow" which provides funds for Qwest's 

operations in other states, or even in other countries. 

Q. WHAT DO YOU RECOMMEND? 

A. I propose the Commission monitor USWC's retirements to be sure that the expectations built into 

the depreciation rates, and therefore into the prices paid by customers, are being met. I propose 

that each year the actual retirements that USWC makes in Arizona be compared to the expected 

retirements that were incorporated into the approved depreciation lives. If USWC is making the 

retirements that were expected when the depreciation rates were set, then no further action is 

8 
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14 

15 

16 

17 

18 

19 

20 

21 

22 

23 
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needed. However, if USWC fails to mee the xpected commitmen s, customers hould be given 

a credic. The amount of that credit will depend on how close USWC is to the expected 

modemzation level. This proposal provides a very powerful incentive to USWC management to 

actuall>- make the expected modernization in Arizona. With this requirement in place, USWC 

managcen t  will know that if it attempts to divert the relevant revenues they are collecting from 

the .&%.ma customers to other purposes, then they will no longer be allowed to collect the 

portion GF :hose revenues they are attempting to divert. 

Q. IS THERE X SIMPLE WAY TO MONITOR THE ACTUAL ETIREMENTS TO THE 

EXPECTED RETIREMENTS? 

A. Yes. From the data in the depreciation proceeding we know what annual retirements are 

required in order to achieve projection lives adopted by the Commission. As previously 

discussed, shorter lives require higher annual retirement rates than do longer lives. After the end 

of a year, the Company records show the investments they retired that year. Therefore, the 

actual rsirernents can be compared to the expected retirements, and an appropriate credit 

calculated if the actual retirements do not meet the expectations that were incorporated in the 

depreciarion rates. 

The rerlrements cause two things to happen--(l) equipment to retire, and (2) new equipment to 

be installed. Therefore, there are theoretically two ways to measure USWC's rate of retirements. 

We could either (1) monitor the retirements, or (2) monitor their replacement of new equipment. 

Either of -bese two items would measure the same thing, which is the replacement of existing 

equipmex wlth new equipment. However, of these two possibilities, we only have actual 

expectadons as to what USWC will retire. Therefore, the retirements must be monitored, but by 

9 
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15 
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18 

19 

20 
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23 

24 

25 

doing SO :fie modernization rate is also being monitored, much the same as Lvould occur if the 

new invesznems were monitored. 

Retiremests are used as the measure of USWC's compliance because expected future retirement 

levels are seciiically included in the depreciation calculations. For example. Schedule WDA-2, 

Column C jho\\-s the specific retirement pattern that is established by the Commission prescribed 

paramelcs per S 100,000 of initial investment. The depreciation calculations do not include any 

specific =sumpdon as to what USWC will invest to replace that equipment ..\-hen it retires. By 

holding L3W-C accountable to the retirement that is incorporated in the depreciation parameters, 

that will require USWC to retire the existing older plant. That forces USWC to make the 

modernizixion by replacing it with the newer, more efficient equipment. 

It is actually the retirement plans of the existing equipment that is used to calculate the 

depreciadon remaining lives. As a result, there is a schedule for the expected future retirements 

that were specifically used in calculating the depreciation rates. 

In fact, monitoring the dollar amount of the retirements is probably preferable than monitoring 

the dollar amount of the new investments (even if there was a standard to use for that. which 

there is not), because rewarding the Company for spending large'amounts of money on new 

investmenrs would encourage "gold plating." 

Q. WHAT IS SCHEDULE WDA-4? 

A. Schedule WD-4-4 is a form that should be filled out and filed by USWC in -May showing data for 

the prior year. If USWC had met the retirement expectations, then no credit would be calculated. 

However. if USWC had not met the retirement expectations, there would be a credit to 

10 



1 customers. The amount of the credit would depend on how close USWC's actual performance 

was to the expectations incorporated in the Commission approved depreciation lives. 

4 Q. WHAT IF USWC RETIRES MORE THAN IS EXPECTED IN A YEAR? 

5 A. In that e\-ent. the additional retirements will be carried over and would reduce the customer 

I 6 

7 

credit in ;he following year. 
I 

8 Q. HAVE THE COMMISSIONERS ALSO STATED THAT THEY WANT ACTUAL 

9 

10 A. Yes. In the Open Meeting, the Commissioners stated that they wanted to assure that the 

MODEREZATION, NOT JUST "SOMETHING ON PAPER"? 

11 

12 
- 7  

15 
16 

17 
18 
19 
20 

modernization was actually "put into the ground." 

Commissioner Mundell: 
. . .If you get this accelerated depreciation, get this additional money so we're not just 
doing something on paper, an accounting procedure here, but the money actually goes 
into mfi-astructure and improving te~hnology?~ 

Commissioner Irvin: 
Commissioner Mundell, I wilI look forward to working with you and Commissioner 
Kunasek seeing updated equipment is put into the ground.4 

21 

-- 33 

Staffs proposal addresses this Commissioner concern by requiring that the retirements be 

physical retirements, not just accounting entries. This requirement is shown in Note 4 of 

23 Schedule WDA-4. 

24 

I 25 Q. CAN YOU ILLUSTRATE HOW THE FORM ON SCHEDULE WDA-4 WOULD BE FILLED 
~ 

26 OUT? 

~ 

Tr. 46-1-. .April 25,2000 Open Meetmg. 

11 
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12 Q. 

A. 

14 

15 

16 

17 

18 

19 

20 

21 

22 

Ye S hedul WDA-5 con ains hypothetical numbers as an example of how this form w uld 

work. Only four numbers need to be input into this form from the Company's books and records 

after the close of the year. These include the plant in service at the beginning of the year. This 

goes on line la. The amount of retirements in the year goes on line lb. The intrastate 

depreciation expense accruals in the year goes on line 3f. The working loops in the year goes on 

line 3i. The other calculations work off of these four numbers, as can be seen fi-om this form. 

As a h>porhetical, I am inputting a $5.000,000,000 plant in service at the beginning of the year, 

$500,000,000 retirements in the year, $600,000,000 intrastate depreciation expense, and 

2,500,000 lines in service in the year. The resulting credit would be 60# per line per month, as 

shown on Schedule WDA-5. 

DOES TKTS MONITORING PENALIZE USWC? 

No. It just requires accountability. As long as USWC uses the funds for the purpose for which 

they were intended, there will be no credit. A credit will apply only if USWC attempts to divert 

a portion of these funds from their intended purpose. No prudent business person or homeowner 
., 

would have a contract which obligated them to make large payments to a contractor based upon 

assumptions that the contractor would perform certain services, but not actually require the 

contractor to do so. A prudent business person or homeowner that agreed to make payments 

would undoubtedly require accountability, so that they would not be obligated to continue to 

make those payments if the contractor did not provide the expected services. Likewise, the 

USWC customers are entitled to receive the rate of modernization for which they will be paying. 

' Tr. 52. -4pril 25. 1000 Open Meeting. 

12 
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- CREDIT APPLIES? 

3 

4 

5 

6 

7 

Q. DOES YOLR PROPOSAL ALLOW TIME TO SEE WHAT USWC WILL DO BEFORE THE 

A. Yes. L-SWC has been booking the new depreciation rates since May, 2000. Under my proposal, 

the firs review will not commence until May, 2001, with the potential credit (if any) first 

appeam,o on the customers' bills in June, 2001. It will be up to USWC whether or not they meet 

the expectaxions that are incorporated in the depreciation rates. Only if USWC chooses not to 

make ~e rerirements that are expected in the ACC approved depreciation lives, would a credit 

8 apply- 

9 

10 

11 

12 

It is also important to note that the amount of the credit depends upon how close USWC came to 

the expected goals. Therefore, even if USWC does not meet the goal in one year, they will still 

have an incentive to increase their retirements and modernization. Any increase in retirements 

I reduces or eIiminates the credit next year that is based on that period. 

13 

15 Q. WHAT DO YOU RECOMMEND ON THIS ISSUE? 

18. I recommend the Commission require USWC to file the filled out form contained on Schedule 

17 WDA1. If any credit is appropriate because USWC has failed to meet the retirement 

18 expectatio& that are built into the customers' rates, the appropriate credit as calculated on that 

19 

20 

21 

22 

23 

form should appear on the customers' bills. 

13 
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1 In. DEPRECIATION 

3 Q. WHAT IS THE PRIMARY PROBLEM WITH THE DEPRECIATION EXPENSE 

4 CALCLZATION OF USWC? 

5 A. The Commission approved depreciation parameters (future net salvage, projection life, and curve 

6 shapes) to be used in the rate case. USWC has applied those Commission-approved parameters 

7 to 1999 investments, but to 1997 reserves. 

8 

9 Q. IN HIS DIRECT TESTIMONY MR. WU PRESENTS THE DEPRECIATION EXPENSE 

10 

1 1  

12 

CHANGE OF $79.2 MILLION, WHICH THE COMMISSION DISCUSSED IN THE OPEN 

MEETNG' IN WHICH THEY APPROVED THE DEPRECIATION PA.RAbfETERS, BUT 

THEN HE -WGUES THAT WITH THE TEST YEAR UPDATE, AN ADJUSTMENT OF 

$99.7 MILLION CAN BE CALCULATED. IN ADDITION, MR. REDDING ON HIS 

14 SUPPLEMENTAL EXHIBIT GAR-S7C CLAIMS A $107,968,000 DEPRECIATION 

15 

16 COMMENT. 

EXPENSE CHANGE AS THE IMPACT OF THE DEPRECIATION CHANGE. PLEASE 

17 A. These USWC witnesses were calculating the impact of the change in parameters approved by the 

18 Commission by applying those parameters to 12/31/99 investments, and to 1/1/97 reserve levels. 

19 The use of the "book" values from inconsistent time periods results in over-stating the 

I 20 depreciation expense calculation. 

I 21 

Open Meering -4pril25,2000. 5 

I 14 
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Q. MR. J4.Z' -1-XGUE.S THAT "THE $79.2 MILLION AMOUNT WAS BASED ON 

INVES?3IEST LEVELS AS OF 1/1/97" AND "SINCE THAT TIME U S JI-EST HAS MADE 

3 SUBST-AXTLIL INVESTMENT IN ARIZONA". PLEASE RESPOND. 

4 A. In his "updated" 1999 calculation, Mr. Wu has used the 1213 1/99 investment. but also used the 

5 

6 

7 

8 

9 

10 

11 

12 

i 

14 

15 

16 

17  

18 

19 

\ 

20 

21 

1/1/97 TCS~T;~ percent. What Mr. Wu proposes is a selective recalculation of the $79.2 million 

figure in x-hich he selectiveiy changes some of the "per book" figures from the 1/1/97 level to the 

1999 level. -xhile leaving other of the "per book" figures back at the 1/1/97 level. Mr. Wu's 

revised caicalation would recognize the increase in investment which has occurred in the past 

three years. but would ignore the increase in the depreciation reserve percent which has - also 

occurred in the past three years. 

The S79.2 million figure was calculated using the investment book value on depreciation reserve 

book values as of 1/1/97. The investments have increased since that time. It is also true that the 

depreciation reserve, and the reserve as a percent of investment, has substantially increased since 

1/1/97. Mr. Wu proposes to update the investment amount, but does not propose to update the 

reserve percent used in the $79.2 million calculation to the 1999 level. Instead he proposes to 

leave the reserve percent in this calculation back at the 1/1/97 level. In the last three years, 

hundreds of millions of additional dollars have been accrued into the depreciation reserves. 

These depreciation accruals are recovered in customer rates. This would be like a loan company 

failing to consider the impact of the loan payments a customer had made for the past three years. 

22 Q. CAN YOL DEMONSTRATE THAT MR. WU IS USING THE 1/1/97 RESERVE PERCENT 

23 IN HIS S'LPPOSEDLY "UPDATED" 1999 CALCULATION? 
\ 

15 



1 A. Yes. On W-u Exhibit D W - l , p a g e  1, which show the 1/1/97 calculation, Mr. Wu uses the 

- percent reserve as of 1/1/97 of 64.0% for Radio Systems. Using that and other inputs, he 

7 

8 

9 

10 

1 1  Q. 

12 

calculated a rate of 5.8%.6 That 5.8% figure is calculated specifically using the 1/1/97 reserve 

percent. but the 5.8% figure is what Mr. Wu also uses in his supposed 1213 1/99 calculation, as 

can be seen in column D of Mr. Wu Exhibit KDW-2. 

In fact the percent reserve for this account had gown fiom 64% as of 1/1/95 to 82.5%, as of 

1213 1/99. as shown on Schedule WDA-6, page 1, Column I. Mr. Wu ignores the growth by 

using the older 1/1/97 reserve percent in the "1999" calculation. 

DID hlR. WU UPDATE THE INVESTMENTS TO THE 12/31/99 LEVEL IN ALL PARTS OF 

THE C?LLC'LiLATION OF THE "UPDATED" DEPRECIATION EXPENSE CALCULATION? 

I A. No. In his "updated" calculation, Mr. Wu replaced the 1/1/97 investment with the 12/31/99 

14 

15 at the li'1/97 level. 

investment in one part of the calculation, but left the investment in another part of the calculation 

16 

17 Schedule WDA-7 shows the calculation of the 6.6 years remaining life as of 1/1/97 that was used 

18 

19 

20 

for the Radio Systems account in the $79.2 million calculation. As this Exhibit shows, this 6.6 

year average remaining life was calculated by applying the ACC approved Projection Life to the 

1/1/97 investment figures.' The 6.6 year remaining life is based on 1/1/97 investments. Mr. Wu 

6(100% - 64.0% - (-2%))/6.6 = 5.8% 
'The ACC order specifies the parameters (net salvage and projection life) to be used. For example, for the Digital 
Circuit Xccount. the Commission Order approved a 10 year Projection Life, but did not approve a specific 
depreciation rate for that Account. (Page 1 I ,  Decision 62507) Depreciation rates are calculated by applying the 
Comrmssion approved parameters to the book investment and reserve figures. Even with the same parameters, the 
deprecianon rate and resultlng accruals calculated can vary depending upon the date of the "per book" figures to 
which the Commission prescribed parameters are applied. 

16 



~ . 
I 1 used the 6.6 year remaining life in calculating the 5.8% depreciarion rate.8 Tnerefore, the 5.8% 

I - I rate is s~ecifically based on 1/1/97 investments. 

3 

4 However in the "updated" 1999 calculation Mr. Wu uses the same 5.80/0 rate. as can be seen on 

5 

6 

Exhibit I a W - 2 .  Column D. That figure is specifically calculated on the 11'1 97 investment 

level, bur 4fr. W-u used it ir! the "updated" 1999 calculation. 

7 

8 

9 

10 A. Yes. Atmched as Schedule WDA-8 is a copy of the USWC provided "generation arrangement" 

11 

12 

Q. DOES USWC HAVE THE CALCULATION WHICH APPLIED THE ACC APPROVED 

PROJECTION LIVES TO THE 12/31/99 INVESTMENTS? 

that shows the average remaining life of 5.9 years which USWC calculated by applying the ACC 

approved projection life to the 12/3 1/99 investment. USWC has recalculated the remaining life 

by applying the ACC approved parameters to the 12/31/99 investments (but this is not what Mr. 

Wu used in h s  "updated 'I 1999 calculation). In her testimony, USWC witness Nancy Hughes 13 

15 

16 

17 

states she used the 12/3 1/99 "generation  arrangement^."^ These are the documents that calculate 

the average remaining life by applying the ACC approved projection lives and curve shapes to 

the 12/3 I 99 investments, as shown on Schedule WDA-8. 

18 

19 

20 

Q. WERE T€€E RATES APPROVED BY THE COMISSION IN THE DEPRECIATION CASE 

BASED LTON BOTH 1997 INVESTMENT AND 1997 RESERVE LEVELS? 

21 

I (100% - 64.096 - (-2%))/6.6 = 5.8%. 
Page 1. r'upplemental Testunony of Nancy Heller Hughes (Hughes Supplemental Testimony). 9 

17 
I 



I 
1 A. Yes. The Commission Order stated that the depreciation rates Calculated using the Commission 

I - approved Darameters shall be used in the rate case. The Commission Orders do - not say "In the 

I 3 

4 1997 reserves." 

rate case. these Commission approved parameters shall be applied to 1999 investments, but to 

5 

6 Q. USWC FILED DEPRECIATION RATES IN MAY, 2000, WHICH THEY NOW 

7 BOOKJ3-G. HOW WERE THOSE CALCULATED? 

8 A. For most accounts, USWC applied the ACC approved projection lives, curves, and net salvage to 

9 

10 

11 

12 

14 

15 

16 

17  

18 

the 1/1/97 book investment and 1/1/97 reserve amounts. For two accounts, the USWC 

depreciation rates did not use the Commission approved parameters." 

This testimony is not objecting to USWC "booking" those rates for now. I am. addressing the 

depreciation expense to be calculated based upon a 1999 test year and the Commission approved 

parameters. I recommend that when the customer rates that result from this proceeding go into 

effect, USWC should at that time commence booking the updated test year depreciation rates. 

These are the rates that are calculated by applying the ACC approved parameters to the test year 

12/31/99 investments and reserves, as shown on Schedule WDA-6. 

19 

20 

21 ACCEPTED DEPRECIATION PRACTICES? 

Q. IS USING -4 DEPRECIATION RATE IN THE YEAR 2000 WHICH IS CALCULATED 

USING ?iN "END OF 1996/START OF 1997" RESERVE LEVEL CONTKXRY TO 

lo Dr. Le's -April, 1999 Supplemental Testimony, Schedule 12 recommended a projection life of 8.5 years for the 
Stand Alone and 8.5 years for PBX and Key Intrasystems accounts, Account 2123.2. The Commission Order 
directed those Staff projection lives be adopted. However, USWC'S filing unproperly shows a projection life of 8.3 
years for this .Account. 

I 

18 ~ 
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4 

5 

I 6 

7 

8 

9 

10 

1 1  

12 

14 

15 

16 

17  

1s 

19 

20 

21 

13 -- 

23 

A. 2s. All major telephone companies are required to update their depreciation rates at least every 

three years (Triennial Represcription). In the interstate jurisdiction. companies are allowed to 

update the depreciation reserve percent and investment amounts used in their depreciation rates 

annually. Standard depreciation requirements prevent companies from using depreciation rates 

that include reserve figures that are more than three years old. The use of the more than three 

years old depreciation reserve figures that USWC is currently advocating in Arizona is not 

acceptable under standard depreciation practices, because that data is too far removed from 

current data. 

Q. WHAT DO YOU RECOMMEND? 

A. Staff agrees that Commission approved parameters should be applied to 12/3 1/99 book figures 

instead of 1/1/97 book figures for purposes of the rate case. However, I do not agree that only 

some of the "book" figures should be changed to the 12/31/99 levels while other "book" figures 

used in the calculation should remain at the 12/31/97 levels. The only consistent way to update 

is to update all "per book "investment and reserve figures used in this calculation is to use the 

12/3 1/99 book figures. To use the 12/3 1/99 investment in one part of the calculation , but use the 

1/1/97 investment and 1/1/97 reserves in other parts of the calculation for the same account is 

improper. 

The parameters as ordered by the ACC would be applied to these 12/31/99 "per book" 

investment and reserve amounts. 

Q. HAVE YOU PERFORMED THIS UPDATED CALCULATION? 

19 



3 

1 A. Yes. The rcsult is an increase in the intrastate annua depreciation expense of S68,258,000 are 

- shown on Schedule WDA-6. page 1. The 1213 1/99 investment and reserve figures used in 

3 

4 

Schedule 'ADA-6, are the actual 12/31/99 "per book" figures." Adjusted for the sale of 

exchanges. the figure for the retained exchanges is $62,080,000, as shown on page 2 of Schedule 

5 WDA-6. 

6 

7 

8 APPROPRIATE? 

9 A. Yes. The zdjustment just discussed shows the impact of the change in the depreciation 

Q. IS THERE .X'.Y@THER DEPRECIATION EXPENSE ADJUSTMENT THAT IS 

10 

11 

12 

14 

15 

16 

17 

18 

19 

parameters. In addition, when using an end of year rate base, you must adjust for end of year 

investmezt levels. 

USWC books the investment by applying a monthly depreciation rate to the investments each 

month. The end of year i999 investment is higher than the average was throughout 1999. Had 

the higher investment levels that existed at the end of the year been in effect throughout 1999, 

USWC would have booked more depreciation expense than they actually booked in 1999. 

Adjusting the depreciation expense to the end of year level results in $10,054,000 increase in the 

depreciauon expense, as shown on Schedule WDA-9. This figure has already been adjusted for 

the sale of exchanges, and would be in addition to the $62.0 million impact of the depreciation 

~~ 

If anythmg. these reserves are conservanve, smce USWC had stopped flowmg depreciation accruals into some 
accounts m 1999. Specifically, m 1999. USWC had the depreciation accruals for the General Purpose Computers 
Account rurned "off", although they contmued to collect revenues from cworners to cover this expense. USWC 
was not flonlng those revenues into the depreciation reserve for that Account. In the latter part of 1999, this 
Account was not "fully depreciated", and therefore, the funds that were being collected from the customers for that 
purpose shouId have been flowed into that Account, but they were not. They had an undepreciated balance by at 
least May. 1999, and therefore it should have been turned "on" by at least May, 1999 (USWC response to Request 
UTI 18-OZ')  Havmg this Account turned "off" means the "booked" depreciatlon reserve is smaller than it otherwise 
would have hen. I have not adjusted for this, and therefore the reserve amounts I unhze are conservative. 

I I  

20 



1 rate change. The $72,134,000 sum of these two adjustments (S62,080,000 - 510,054,000) is the 

- 1 deprecia1ion expense change. 

3 

4 Q. IS THE DEPRECIATION EXPENSE CHANGE AS A RESULT OF THE TEST YEAR 

5 UPDATE ORDERED BY THE COMMISSION, SIMILAR TO THE IMPACT THE 

6 COMMISSIOK EXPECTED ,4T THE TIME IT APPROVED THE DEPRECIATION 

7 PARAihETERS IN THE DEPRECIATION CASE? 

8 

9 

10 

11 

12 

A. Yes. In its April 25, 2000 Open Meeting, in which the Commission approved the depreciation 

parameters, the Commissioners indicated that they expected these parameters to have an annual 

impact of S79.2 million per year.12 At that time, the Commissioners recognized that if exchanges 

were sold a portion of this would go with the sold  exchange^.'^ The figure of $73.1 million is 

the portion of the $79.2 million figure that would remain after adjusting for the sale of the 

exchanzes. 

14 

15 Q. WHAT DO YOU RECOMMEND? 

16 A. I recommend that the depreciation rates calciilated using the ACC approved parameters shown 

17 

18 

19 

20 

21 

22 

on Schedule WDA-6, page 1, Column K, be utilized in this proceeding. The depreciation rates 

are calcuiated by applying the ACC approved parameters to the end of test year investments and 

reserves as of 12/3 1/99. USWC "partially" updated depreciation expense calculation should be 

rejected. That "partially" updated calculation utilizes reserve levels from the end of 1996istart of 

1997. Those reserve levels are outdated and have no relevance to the 1999 test year. To 

continue io use those outdated reserve levels would ignore the hundreds of millions of dollars of 

'' Tr. 16-!7 
l 3  Tr. 52. 

21 
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3 
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6 

7 

8 

9 

I 

10 Q. 

1 1  

12 A. 

14 

15 

16 

17 

18 

19 

20 Q 

21 

depreciation accruals (supported in cusromers' rates), and have flowed into those reserve 

accounts since 1996. I also recommend that USWC commence booking the updated test year 

depreciarion rates at the same time the customer rates that result from this proceeding go into 

effect. In addition, an "end of period" adjustment, such as that shown on Schedule WDA-9 is 

also appropriate. 

I\-. THE "PERCENT CONDITION" IN THE "RECONSTRUCTION COST 

NEW LESS DEPRECIATION" CALCULATION 

DID USWC CORRECTLY CALCULATE THE "PERCENT CONDITION" IN THEIR 

"RECOXSTRUCTION COST NEW LESS DEPRECIATION" (RCNLD) CALCULATION?'' 

No. The USWC calculation of the "percent condition" contains at least three errors. 

1. 

procedure. However, the ACC has ordered the equal life group (ELG) procedure be used. 

In this calculation, USWC calculated the remaining life using the vintage group (VG) 

2. 

3. 

improperly modified those formulas to remove "age" from the calculation. 

his. Hughes improperly took one-half year off of all of the ages. 

Ms. Hughes started with the correct "percent condition" formulas, but she then 

BEFORE DISCUSSING THESE THREE PROBLEMS, IS THERE ANOTHER ISSUE THAT 

NEEDS TO BE CLARIFIED? 

The Supplemental Testimony of Nancy Heller-Hughes and associated exhibits filed June 9. 2000 which addressed 14 

the updated fesr y e x  of 1999. 

22 



1 A. Yes. Many of Ms. Hughes' Exhibits also show the 6/30/98 date instead of the 12/3 1/99 date in 

- the column headings. On page 12 of Exhibit "-1, Supplemental Exhibit of Ms. Hughes, 

3 

4 

5 

shows the correct date of 12/31/99, in the column headings. However, on all of the following 

pages of-hat Exhibit, Ms. Hughes shows the incorrect date. The numbers Ms. Hughes shows in 

those columns are 120  1/99 numbers, but the column headings are incorrect. 

~ 

6 

7 

8 

Q. THE FIRST ERROR YOU PREVIOUSLY LISTED IS THAT MS. HUGHES CHANGED THE 

REMAJlmG LIFE CALCULATION FROM THE ELG PROCEDURE TO THE VG 

9 PROCEDURE. PLEASE EXPLAIN. 

10 A. One of the issues addressed in the depreciation proceeding was whether the remaining life should 

1 1  be calculated using the VG or ELG procedures. On page 1 of the Procedural Order dated 

12 January 7, 2000 in Docket No. T-0105lB-97-0689, the Commission required that the ELG 

I procedure be used: 

14 
15 
16 
17 

IT IS FURTHER ORDERED that each party shall utilize the Equal Life Group approach 
\..;ithout the use of truncation. 

18 

19 

20 A. Yes. For example, Schedule WDA-10 is a table from the computer program that USWC uses for 

21 depreciation calculations. The last two columns show the average remaining life under the ELG 

Q. DOES THE ELG PROCEDURE PRODUCE A DIFFERENT AVERAGE REMAINING LIFE 

THAN THE VG PROCEDURE, EVEN WHEN ALL OTHER INPUTS ARE THE SAME? 

22 

23 

procedure, and separately under the VG procedure. As can be seen by comparing these columns, 

:he ELG procedure generally produces a shorter average remaining life than does the VG 

I 24 procedure. even with the same inputs. 

23 
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8 

9 

10 

11 

12 

14 

15 

16 

17 

18 

19 

20 

21 

Q. DID MS. HUGHES USE THE ELG REMAINING LIFE? 

A. No. In her testimony, Ms. Hughes stated that she had "USWC generation arrangement" as of 

12/3 1/99. and that this was the data that was "used to support the depreciation rates prescribed by 

the ACC." Those USWC "generation arrangements" calculated the remaining life using the 

ELG procedure. However, Ms. Hughes changed the remaining h res  shown on :he USWC 

L qeneration arrangements by replacing them with the remaining lives calcuiared using the VG 

procedur?. Replacing the ELG remaining life with the VG remaining life is contrary to the 

Commission Order. It is also using a remaining life procedure that is inconsistent with the 

remaining life used in the depreciation expense calculation. 

Q. CAN YOU PLEASE DEMONSTRATE THAT MS. HUGHES REPLACED THE ELG 

REMAISZNG LIFE WITH THE VG REMAINING LIFE? 

A. Yes. Schedule WDA-11 contains pages from the USWC calculated "generation arrangement" 

for the Circuit Digital Equipment account. l 6  The remainkg life and other values on that 

generation arrangement were calculated using the Commission specified remaining life and 

Commission required ELG procedure. However, instead of using the "ELG" remaining life, Ms. 

Hughes replaced that with the VG remaining life. For example, for Digital Circuit Equipment, 

the ELG remaining life for the 1997 vintage is 5.56 years as shown in Column E of the USWC 

"generation arrangement", Schedule WDA-11. However, Ms. Hughes used the VG remaining 

life of 9.09 years for that vintage, as shown in Column H, page 35 of Exhibit NHH-I of Ms. 

Hughes' Supplemental Testimony. The term "expectancy" that Ms. Hughes uses in Column H 

l 5  Page 4. Xughes Supplemental Testimony. 
l 6  This USWC response mcluded the generahon arrangement for virtually all of the depreciable accounts. This 

' Schedule contams only several pages pertainmg to the Digital Circuit account. 

24 



1 means the same as the average remaining life, as is stated in standard textboo*ks, as shown on 

~ 

- Schedule WDX-12. 

3 

4 Q.  WHAT IS THE SECOND IMPROPER CALCULATION IN THE USWC "PERCENT 

5 CONDIT!ON" CALCULATION? 

6 A. Ms. Huglies reduced all of the investments' age by one-half year, for no valid reason. The 

7 

8 

9 

"generafon arrangement" that USWC had provided to her showed the correc: age, but she 

changed those ages. For example, as Schedule WDA-11, page 3, Column D shows, the USWC 

calculated generation arrangement shows that the investments installed in 1999 have an average 

10 age of 0.5 years as of 12/31/99 (1/1/2000). This is correct because the investments in 1999 were 

1 1  

12 

installed throughout the year. On the average, they would be six months old by the end of that 

year. However. instead of using the correct age, Ms. Hughes changed the 1999 vintages' age to 

be zero zs of 12/31/99, as can be seen in Column F of page 35 of Ms. Hughes' Supplemental 

Exhibit ~ ~ - 1 .  This age is incorrect and inconsistent with the correct ages shown on USWC's 

own "generation arrangement." Ms. Hughes also improperly reduced the ages by 0.5 years in the 

other vintages and in the other accounts. 

14 

15 

16 

17 

18 Q. WHAT IS THE THIRD ERROR YOU DISCUSSED ABOVE? 

19 A. "Age" is one of the factors used in the correct calculation of the "percent condition." However, 

20 

21 

Ms. Hughes improperly modified the "percent condition" formula to exciude "age" from the 

calculauon. The "percent condition" is the percent of the total life of the investment that 

-- 33 remains. For example, if investment has only 20% of its total life left, then that investment 

23 would have a 20% "percent condition." 

I 

~ 25 
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7 

8 

9 

10 

11 

12 

14 

Withom 2ven discussing the "formulas", it is obvious that the percent condition figures that Ms. 

Hughes used do not accurately reflect the portion of the life remaining. For example, the 1980 

vintage Digital Circuit Equipment investment has an age of 19 years, and a remaining life of 5.02 

years, zccording to page 34 of Ms. Hughes Supplemental Exhibit N " - 1 .  From these two 

numbers. :I is obvious that this equipment has already lived well past one-haif of its total 

expectet !ife. However, Ms. Hughes shows the "percent condition" fix this investment as 

50.20%. This is clearly an error since this investment has far less than half of its life remaining. 

The corrtct "percent condition" for this 1980 vintage investment in the Circuit Digital account is 

18.82%. as shown in Column I, page 1 of Schedule WDA-13, which are my corrected 

calculations. Even without discussing any formulas, it is obvious that an investment which is 

already 19 years old, and has only 4.5 to 5 years of life remaining, does not have 50% of its life 

remaining, but has closer to 20% of its life remaining. 

15 

16 CALCLIATION? 

Q. WHAT IS WRONG WITH THE FORMULA MS. HUGHES USED IN THE ABOVE 

17 A. Ms. Hu&es - started out with the correct formulas, but she improperly modified those formulas to 

18 

19 

remove the "age" from the calculation. Ms. Hughes correctly identified the two formulas 

properly used to calculate the "percent condition". These formulas are: 

17 20 
21 Probable average service life 

1. Percent condition = (Probable average service life - age) 

-- 7 3  -. 3 Probable average service life = Age + Life Expectancy" 

Supplenexal  Eshibit N " - I ,  page 3, last paragraph. 
S u p p i e n e n d  E.shbit NHH-1, page 3, last h e ,  continued onto page 4. As previously noted the term "life 

17 

18 

expectant:;" means the same as "average remammg life", as shown on page 2 of Schedule UDA-12. 
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16 

17 

18 
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21 

33 -- 

23 

24 

25 

We do sot dispute Ms. Hughes' statement that the above are the correct formulas used to 

calculats The "percent condition". However, these are not the formulas Ms. Hughes actually 

utilized. 

After ictnti6ing the correct formulas, she combined those formulas. The result of properly 

combirLyg these two formulas is the following: 

Percent condition = ((Age + Life expectancy) - Age) 
(Age + Life expectancy) 

This reduces to: 

Percent condition = Life expectancy 
(Age + Life expectancy) 

It is important to note that "age" is still one of the factors used to calculate percent condition in 

the propcrly combined formulas. However, this correct formula is not what Ms. Hughes used. 

Instead- she modified this formula by removing the "age" from the calculation and created an 

improperly modified formula, which is: 

19 Percent condition = Life expectancy at age X - 
Divided by life expectancy when new 

This modified formula is not correct. One obvious difference between the correct formula and 

the formula used by Ms. Hughes is that the correct formula uses "age" in the calculation, whereas 

Ms. Hughes improper formula removes age from the calculation. There is no valid basis for the 

modificztion that Ms. Hughes made to the correct formulas. It is the use of this incorrect 

formula which produces the illogical result previously discussed. 

Supplezenrai Eshibit "H- 1, page 4. 19 
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1 

Q. DOES Ti JXCORRECT FORhluLA THAT MS. HUGHES UTILIZED EVER PRODUCE 

3 THE CORRECT FIGURE? 

I 4 A. This forinula produces the same answer as the correct formula only for brand new investments, 
~ 

5 where th? age equals zero.2o However, for all investments where age is not equal to zero, the I 
I 6 fornu12 LIS. Hughes utilized will not produce the correct "percent condition." As can be seen 

7 

8 

9 

10 

1 1  

from Schedules WDA-11 and WDA-13 , all or virtually all investments have an age other than 

"zero." If Ms. Hughes, in rebuttal, says that her formula is correct for "new investments," or 

"assuming age equals zero", that is a clear indication that she is avoiding addressing the area 

where the USWC error exists. 

12 Q. HAVE YOU CORRECTED THESE THREE ERRORS IN THE USWC CALCULATION OF 

THE PERCENT CONDITION? 

14 A. Yes. Schedule WDA-13 shows the correction of RCNLD for the Circuit Digital account with the 

15 

16 

''percent condition" calculation corrected. For example, the 1980 vintage I previously discussed 

is already 19.5 years old, and has an average remaining life of 4.52 years. It has an 1 8.82%2' 

17 condition, not the 50.2% condition that Ms. Hughes improperly calculated. 

18 

19 

20 

. The "age" I used is the Correct age. The age I used is also the same age shown in the USWC 

generation arrangement for this Account, as can be seen by comparing Schedule WDA- 13 to I 

'O When &e age equals zero, age would have had a zero value In the correct calculation. Therefore, removmg age 
does not zhange the answer when the age equals zero. However, removing age from the calculaoon will produce an 
error if age has a value of anythmg other than zero. 

$4.52 (S-1.52 * 19.5) = 18.52%. 21 
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10 

1 1  

12 

I 

14 

15 

16 

17 

I 18 

I 19 

20 

21 

22 

23 

ScheduIe WDA-11. (For example, for the 1992 vintage the age I used and the "generation 

arrangement" age are both 7.5 years.) 
- 

The remrining life I used is the ELG remaining life. The remaining life figures I used are also 

the same remaining life figures that USWC used in its generation arrangement. as can be seen by 

comparing Column G of my Schedule WDA-13, to Column E of USWC's seneration 

arrangermt shown on Schedule WDA- 1 1. (For example, for the 1992 vintage. the average 

remaining life figure I used was 5.24 years, which is the same average remaining life shown in 

US WC's generation arrangement.) 

In my correct calculations shown on Schedules WDA-13 and 14, I have used the formulas which 

Ms. Hughes has acknowledged are the correct fonnulas. These correct formulas are used in 

Columns H and I of Schedule WDA-13. Applying these conect formulas resuit in the correct 

probable service life. The fact that the service lives I have used are appropriate can be verified 

by the fact that the service lives I used are the same as the service lives shown in the USWC 

generation arrangement, as can be seen by comparing Column H of Schedule WDA-13 to 

column F of USWC's generation arrangement shown on Schedule WDA-11. For example, for 

the 1992 vintase, the probable service life I used in Column H is 12.74 years. which is exactly 

the same service life figure which appears on USWC's generation arrangement. 

The corrected percent condition for each account is shown on Schedule WD.4-14.'2 The 

"reconstniction cost new less depreciation" with the correctly calculated percent condition is 

$2,.548,4S5,457 as compared to the $3,487,682,001 figure Ms. Hughes calculated. When the 
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6 Q. 
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8 

9 A. 

10 

11 

12 

14 

15 

16 

17 

18 

19 

intrastate separations factor is app ied to the difference between these two figures, and the 50% 

"reconsrxtion cost new less depreciation" weighting that is used in "fair value" is applied, the 

correction to the "fair value" rate base, is a reduction of $339,520,000, as is  &own on Schedule 

WDA-15. 

ARE T E E  . A X 7  EVENTS IN THE DEPRECIATION PROCEEDING THAT HAVE 

RESULTED l3 THE PERCENT CONDITION BEING LOWER THAN IT WOULD 

NORIKXLY BE? 

Yes. In ~e depreciation proceedings, the Commission greatly shortened the projection lives. 

For example, for the largest account, Buried Cable-Metallic, the Commission approved a 12 year 

projection life, which compares to the 24 year projection life that had previously been in effect. 

In no other USWC state, has the state commission approved a projection life lower than 20 years 

for this account. It is expected that much of the investment that currently exists in Anzona will 

be retired in the near future. This results in very short remaining lives. Since the percent 

condition is a relationship between the remaining lives and total lives, the fact that the remaining 

lives are short means the percent condition is lower than it otherwise would have been. In other 

words, m investment that does not have much of its life left has a low percent condition, and that 

is generally the circumstance in Arizona at the present time. 

20 Q. OTHER THAN ADDRESSING THE "PERCENT CONDITION" CALCULATION, ARE YOU 

21- ADDRESSING ANY OTHER PORTION OF THE RECONSTRUCTION COST NEW OR I 

I 
~ -- 77  FAIR \-.ALE CALCULATION? 

3.)  -- This Schedule is otherwise smilar to Table 2, page 8 of Ms. Hughes Supplemental Exhibit. 
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- 1 

A. No. T k  purpose of this portion of my testimony is only to address the calculation of the 

"percezr condidon", and the impact of correcting that. Other than in calculating the "percent 

3 conditicn'', I have used the same values that USWC used for all portions of this 

5 Q. WHAT 30 YOU RECOMMEND ON THIS ISSUE? 

6 A. I recor---ena [hat the fair value rate base as calculated by USWC be reduced in the amount of 

7 

8 USWC. 

$339,5",1.900. io correct the errors in the "percent condition" calculation as performed by 

9 Q.  DOES THIS CONCLUDE THIS TESTIMONY? 

10 A. Yes. 

23 Use of &e other USWC values for this calculation does not mply approval or agreement. but sunply reflects the 
fact that 5ose  values other than "percent condiaon" are outside of the scope I am addressing. 
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William Dunkel, Consultant 
8625 Farrington Cemetery Road 
Pleasant Plains, Illinois 62677 

Oualific ziions 

William 3unkel is a consulting engineer specializing in telecommunication regulatory 
proceedizgs. He has participated in over I30 state telephone regulatory proceedings as listed 
attached hereto. 

Mr. Dunkel has provided cost analysis, rate design, jurisdictional separations. depreciation, 
expert testimony and other related services to state agencies throughout the country in numerous 
telecommunication state proceedings. 

Mr. Dunkel made a presentation pertaining to Video Dial Tone at the NASUCA 1993 Mid-Year 
Meetins held in St. Louis. 

In addition. Mr. Dunkel also made a presentation to the NARUC Subcommittee on Economics 
and Finance at the NARUC Summer Meetings held in July, 1992. That presentation was entitled 
"The Reason the Industry Wants to Eliminate Cost Based Regulation--Telecommunications is a 
Declining Cost Industry." 

William Dunkel and Associates provides services almost exclusively to public agencies, 
including the Public Utilities Commission, the Public Counsel, or the State Department of 
Administration in various states. * 

In April. 1974, Mr. Dunkel was employed by the Illinois Commerce Commission in the Electric 
Section as a Utility Engineer. In November of 1975, he transferred to the Telephone Section of 
the Illinois Commerce Commission and from that time until July, 1980, he participated in 
essentially all telephone rate cases and other telephone rate matters that were set for hearing in 
the State of Illinois. During that period, he testified as an expert witness in numerous rate design 
cases and tariff filings in the areas of rate design, cost studies and separations. During the period 
1975-1950. he was the Separations and Settlements expert for the Staff of the Illinois Commerce 
Commission. 

From July. 1977 until July, 1980, he was a Staff member of the FCC-State Joint Board on 
Separations. concerning the "Impact of Customer Provision of Terminal Equipment on 
Jurisdictional Separations" in FCC Docket No. 20981 on behalf of the Illinois Commerce 
Commission. The FCC-State Joint Board is the national board which specifies the rules for 
separations in the telephone industry. 

Mr. Dunkel has taken the AT&T separations school which is normally provided to the AT&T 
personnel. 

1 
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Mr. Dunkel has taken the General Telephone separations school which is nomally provided for 
training of the General Telephone Company personnel in separations. 

Since Juiy, 1980 he has been regularly employed as an independent consultant in telephone rate 
proceedings across the nation. 

He has tesrified before the Illinois House of Representatives Subcommittee on Communications, 
as well as participating in numerous other schools and conferences pertaining to the utility 
industF. 

Prior to cnployment at the Illinois Commerce Commission, Mr. Dunkel was a design engineer 
for Sangmo Electric Company designing electric watt-hour meters used in The electric utility 
industp. He was granted patent No. 3822400 for a solid state meter pulse initiator. 

Mr. Dunkel graduated from the University of Illinois in February, 1970 with a Bachelor's of 
Science Degree in Engineering Physics with emphasis on economics and other business-related 
subjects. He has taken several post-graduate courses since graduation. 



RELEVANT WORK EXPERIENCE OF 

WILLIAM DUNKEL 

,%RIZONA 
C.S. West Communications 

General rate case 
Depreciation case 

ARKANSAS 
- Southwestern Bell Telephone Company 

CALIFORNIA 
(on behalf of the California Cable Television Association 

Appendix A 

Cost of Service Study 
Docket No. E- 105 1-93- 183 
Docket NO. T-0 105 1 B-97-0689 

Docket No. 83-045-U 

- General Telephone of California 1.87-1 1-033 
Pacific Bell 

Fiber Beyond the Feeder Pre-Approval Requirement 

COLORADO 
- Mountain Bell Telephone Company 

General Rate Case Docket No. 96A-218T et al. 
Call Trace Case 
Caller ID Case 
General Rate Case 
Local Calling Area Case 
General Rate Case 
General Rate Case 
General Rate Case 
General Rate Case 
Measured Services Case 

Cost Allocation Methods Case 
- Independent Telephone Companies 

DELAWARE 
- Diamond State Telephone Company 

General Rate Case 
General Rate Case 
Report on Small Centrex 
General Rate Case 
Centrex Cost Proceeding 

Docket No. 92s-040T 
Docket No. 91-4-462T 
Docket No. 90s-544T 
Docket No. 1766 
Docket No. 1720 
Docket No. 1700 
Docket No. 1655 
Docket No. 1575 
Docket No. 1620 

Docket No. 89R-608T 

PSC Docket No. 82-32 
PSC Docket No. 84-33 
PSC Docket No. 85-32T 
PSC Docket No. 86-20 
PSC Docket No. 86-34 
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rISTRICT OF C O L L M I A  
C&P Telephone Company of D.C. 

Depreciation issues 

FLORIDA 
BdISouth, GTE, and Sprint 

Fair and reasonable rates 

GEORGIA 
.- 

HAWAII 

ILLINOIS 
- 

Scurhern Bell Telephone & Telegraph Co. 
General Rate Proceeding 
General Rate Proceeding 
General Rate Proceeding 
General Rate Proceeding 

GTE Hawaiian Telephone Company 
Depreciatiodseparations issues 
Resale case 

Central Telephone Company 
(Staunton merger) 

General Telephone & Electronics Co. 
Usage sensitive service case 
General rate case (on behalf of CUB) 
(Usage sensitive rates) 
(Data Service) 
(Certificate) 
(Ceicificate) 

General Telephone Co. 
Illinois Bell Telephone Company 

Area code split case 
General Rate Case 
(Centrex filing) 
General Rate Proceeding 
(Call Lamp Indicator) 
(Com Key 1434) 
(Card dialers) 
(Concentration Identifier) 
(Voice of the People) 
(General rate increase) 
(Dimension) 

Appendix A 

Formal Case No. 926 

Undocketed Special Project 

Docket No. 323 1 -C 
Docket No. 3465-U 
Docket No. 3286-U 
Docket No. 3393-U 

Docket No. 94-0298 
Docket No. 7702 

Docket No. 78-0595 

Docket Nos. 98-0200/98-0537 
Docket No. 93-0301 
Docket No. 79-0141 
Docket No. 79-03 10 
Docket No. 79-0499 
Docket No. 79-0500 
Docket No. 80-0389 

Docket No. 94-03 15 
Docket No. 83-0005 
Docket No. 84-01 11 
Docket No. 8 1-0478 
Docket No. 77-0755 
Docket No. 77-0756 
Docket No. 77-0757 
Docket No. 78-0005 
Docket No. 78-0028 
Docket No. 78-0034 
Docket No. 78-0086 
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* 

- 

DIANA 

1 0  WA 

KANSAS 
- 

c 

MAINE 

(Customer controlled Centrex) 

(Ill. Consolidated Lease) 
(EAS Inquiry) 
(Dispute with GTE) 
(WUI vs. Continental Tel.) 
(Carle Clinic) 
(Private line rates) 
(Toll data) 
(Dataphone) 
(Corn Key 71 8) 
(Complaint - switchboard) 
(Porta printer) 
(General rate case) 
(Certificate) 
(General rate case) 
(Other minor proceedings) 

(TAS) 

Home Telephone Company 
Northwestern Telephone Company 

Local and EAS rates 
EAS 

- Public Service of Indiana (PSI) 

Indianapolis Power and Light Company 
Depreciation-hues 

Depreciation issues 
- 

LT S West Communications, Inc. 
Local Exchange Competition 
Local Network Interconnection 
Gen'eral Rate Case 

Southwestern Bell Telephone Company 
Commission Investigation of the KUSF 

Yew England Telephone Company 
General rate proceeding 

Docket No. 78-02d3 
Docket No. 78-0031 
Docket No. 78-0473 
Docket No. 78-053 1 
Docket No. 78-0576 
Docket No. 79-0041 
Docket No. 79-0132 
Docket No. 79-0 113 
Docket No. 79-923d 
Docket No. 79-02;: 
Docket No. 79-0365 
Docket No. 79-0380 
Docket No. 79-038 1 
Docket No. 79-0438 
Docket No. 79-0501 
Docket No. 80-001 0 
Docket No. various 
Docket No. 80-0220 

Docket No. 79-0142 
Docket No. 79-05 19 

Cause No. 39584 

Cause No. 39938 

Docket No. RMU-95-5 
Docket No. RPU-95-10 
Docket No. WU-95-11 

Docket No. 98-SWBT-677-GIT 

Docket No. 92- 130 
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IARYLAND 

Chesapeake and Potomac Telephone Company 
General rate proceeding Docket To. 7851 

Cost Allocation Manual Case 
Cost Allocation Issues Case 

Case No. 8333 
Case No. 8462 

MINNESOTA 
Access charge (all companies) Docket No. P-321 CI-83-203 

L-. S. West Communications, Inc. (Northwestern Bell Telephone Co. ) 
CentrexjCentron proceeding 
General rate proceeding 
Centrex Dockets 

General rate proceeding 
General rate proceeding 
General rate case 
WATS investigation 
Access charge case 
Access charge case 
Toll Compensation case 
Private Line proceeding 

Intrastate Interexchange 
- -AT&T +. 

MISSISSIPPI 
- South Central Bell 

General rate filing 

MISSOURI 
Southwestern Bell 

General rate proceeding 
General rate proceeding 
General rate proceeding 
General rate proceeding 
General rate proceeding 
Alternative Regulation 

Depreciation proceeding 

Extended Area Service 
EMS investigation 

- United Telephone Company 

- -All companies 

Docket No. P-421 91-EM-1002 
Docket No. P-32 1 M-80-306 
MPUC NO. P-421 34-83-466 
iMPUC No. P-42.: 34-84-24 
MPUC No. P-421 34-84-25 
MPUC NO. P-42 1 :M-84-26 
MPUC NO. P-42 UGR-80-9 1 1 
MPUC NO. P-421/GR-82-203 
MPUC NO. P-421/GR-83-600 
MPUC NO. P-421/CI-84-454 
MPUC NO. P-421/CI-85-352 
MPUC NO. P-42 1 KM-86-53 
MPUC NO. P-999/CI-85-582 
Docket No. P-42 1;M-86-508 

Docket No. P-42,M-87-54 
r 

Docket No. U-4415 

TR-79-2 13 
TR-80-256 
TR-82- 199 
TR- 86- 84 
TC-89-14, et al. 
TC-93-224/TO-93-192 

TR-93-181 

TO-86-8 
TO-87-131 
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XW JERSEY 

5;2w Jersey Bell Telephone Company 
General rate proceeding 
General rate proceeding 

Phase I - General rate case 

General rate case 

Division of regulated 
from competitive services 

Customer Request Interrupt 

NEW MEXICO 
- U.S. West Communications, Inc. 

E-9 1 1 proceeding 
General rate proceeding 
General rate/depreciation proceeding 

OHIO 
- Ohio Bell Telephone Company 

General rate proceeding 
General rate increase 
General rate increase 
Access charges 

General rate proceeding 

General rate proceeding 

- General Telephone of Ohio 

- L-nited Telephone Company 

OKLAHOMA 
- Public Service of Oklahoma 

Depreciation case 

Docket No. 802-135 
BPU NO. 815-458 
OAL NO. 3073-81 
BPU NO. 821 1-1030 
OAL NO. PUC 10506-82 
BPU No. 848-856 

BPU NO. TO87050398 
GAL No. PUC 08557-87 
Docket No. TT 90060604 

OAL NO. PUCO6250-84 

Docket No. 92-79-TC 
Docket No. 92-227-TC 
Case No. 3008 

Docket No. 79- 1 184-TP-AIR 
Docket No. 81-1133-TP-AIR 
Docket No. 83-300-TP-AIR 
Docket No. 83-464-TP-AIR 

Docket No. 81-383-TP-AIR 

Docket No. 8 1 -627-TP-AIR 

Cause No. 96-00002 14 
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~YNSYLVA\ZA 
GTE North, Inc. 

Interconnection proceeding Docket No. A-310125F002 

Alternative Regulation proceeding Docket No. P-009307 15 
Automatic Savings Docket No. R-953409 
Rate Rebalance Docket No. R-00963550 

General rate proceeding 

InterLATA Toll Service Invest. 

Local Calling Area Case 

- 3211 Telephone Company of Pennsylvania 

- Enterprise Telephone Company 

- . I l i  companies 
Docket No. R-9223 17 

Docket No. 1-910010 

Docket No. C-9028 15 
- W E  S o n h  and United Telephone Company 

SOUTH DAKOTA 
- Xorthwestern Bell Telephone Company 

General rate proceeding Docket No. F-3375 

TENNESSEE 

Appendix A 

(on behalf of Time Warner Communications) 
- BellSouth Telephone Company 

Avoidable costs case Docket No. 96-00067 

T A H  - - U.S . West Communications (Mountain Bell Telephone Company) 
General rate case 
General rate case 
800 Services case 
General rate case/ 

General rate case 
General rate case 
General rate case 

Docket No. 84-049-01 
Docket No. 88-049-07 
Docket No. 90-049-05 
Docket No. 90-049-06/90- 

Docket No. 92-049-07 
Docket No. 95-049-05 
Docket No. 97-049-08 

regulation 049-03 
incentive 

VIRGIN ISLAADS. US. 
- \-ir$n Islands Telephone Company 

General rate case 
General rate case 
General rate case 
General rate case 

8 

Docket No. 264 
Docket No. 277 
Docket No. 3 14 
Docket No. 3 16 
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RGINIA 
General Telephone Company of the South 

Jurisdictional allocations Case No. PUC879029 
Separations Case No. PUC950019 

WASHINGTOX 
- US West Communications, Inc. 

Interconnection case 
General rate case 

All Companies- 

WISCONSIN 
Wisconsin Bell Telephone Company 

Private line rate proceeding 
General rate proceeding 

Docket No. UT-960369 
Docket No. UT-950200 
Analyzed the local calling 
areas in the State 

Docket No. 6720-TR-2 1 
Docket No. 6720-TR-34 

I a- 

,.% 
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SCHEDULE WDA-1 CONTAINS INFORMATIOK 

CLAIMED TO BE PROPRIETARY BY USWC. 

THEREFORE, IT HAS BEEN DELETED 

FROM THIS TESTIMONY. 



, 

0 2 / 1 6 / 0 0  
0 9 : 5 5  AM 
XREF: 03 
?RES: 1 9 9 1 , S F .  32 
PROP: 1997 ,SG.  32 

COMPANY: U S WEST 
STATE : ARIZONA 
ACCOUNT: 2 1 2 3 . 1  OFFICE EQUIPMENT 
CATEGORY: 2 1 2 3 . 1  OFFICE EQUIPMENT 
TABLE 2-VGIELG 

PROJECTION LIFE TABLE 
XIWAGE SERVICE LIFE AND REMAINING LIFE BY AGE 

PROJECTION LZ.:Z 7 - X  PARAMETERS AVG LIFE 7.00 

AGE 
- - - - -  
A 

0.0 
0 . 5  
1 . 5  
2 .5  
3 . 5  
4 . 5  
5 . 5  
6.5 
7 . 5  
8 .5  
9 . 5  

1 0 . 5  
1 1 . 5  
1 2 . 5  
1 3 . 5  
1 4 . 5  
1 5 . 5  
1 6 . 5  
1 7 . 5  
1 8 . 5  
1 9 . 5  
2 0 . 5  
2 1 . 5  
2 2 . 5  
2 3 . 5  
2 4 . 5  

1 0 0 . 0 0 0  
9 8 . 3 0 2  
9 4 .  is1 
8 7 , 1 2 6  
7 8 , 2 4 4  
6 8 , 4 9 9  
5 8 . 3 9 0  
4 9 . 5 4 3  
4 0 , 9 6 6  
33,330 
2 5 . 9 6 4  
1 9 , 3 5 1  
1 4 , 3 2 4  
1 0 . 5 6 2  

7 . 3 0 6  

3 . 0 9 4  
1.986 
1.100 

615 
3 3 0  
17 0 

8 2  

3 7  
1 4  

5 

4 .  a 5 6  

1 , 1 9 8  
4 , 6 5 1  
7 . 0 2 5  
8 ,882  
9 , 7 4 5  
9 , 6 0 9  
9 . 2 4 7  
8 , 6 7 7  
7 . 9 3 6  
7 , 0 6 6  
6 .113 
5 , 1 2 7  
4 , 1 6 2  
3.256 
2 , 4 4 9  
1 , 7 6 2  
1 , 2 0 8  

7 8 6  
4 8 5  
2 8 4  
1 6 0  

8 8  
4 5  
23  

9 
4 

TOTAL 9 9 , 9 9 9  

F(AGE A)  = SJM OF COL E AGE A 
fl I = 0 . 5  + ( (Si31 OF COL B FROM 

AGE OF 
AMOUNT 
RETIRED - - - _ _ _ -  

D 

0 . 5  
1 . 0  
2 . 0  
3 . 0  
4 . 0  

5 .0  
6 .0  
7 . 0  
8 . 0  
9 .0  

1 0 . 0  
1 1 . 0  
1 2 . 0  
1 3 . 0  
1 4 . 0  
1 5 . 0  
1 6 . 0  
1 7 . 0  
1 8 . 0  
1 9 . 0  
2 0 . 0  
2 1 . 0  
2 2 . 0  
2 3 . 0  
2 4 . 0  
2 5 . 0  

ANNUAL ACCRUALS 
FOR BOY AGE A 

EACIi FOR ALL 
LIFE REMAINING 

GROUP GROUPS 

E=C/D F* 

2 , 3 9 6  24,583 
4,651 22 .187  
3 , 5 1 3  1 7 , 5 3 6  
2 , 9 6 1  1 4 , 0 2 3  
2 ,436  11 ,063  
1 , 9 2 2  8,626 
1 , 5 4 1  6 ,704  
1 , 2 4 0  5,163 

992 3,924 
7 8 5  2 , 9 3 2  
6 1 1  2 , 1 4 7  
4 6 6  1 , 5 3 5  
3 4 7  1 ,069  
2 5 0  722 
17 5 472 
1 1 7  297  

7 5  1 8 0  
4 6  1 0 4  
2 7  58 
1 5  3 1  

8 1 6  
4 8 
2 4 
1 2 
0 1 
0 0 

ELG ELG 
AVG. AVG. VG 
SER REMAIN VINT 

VICE ING REMAIN. 
LIFE LIFE LIFE 

Schedule WDA-2 
Page 1 of 1 

4 . 0 7  4 . 0 7  7 . 0 0  
4 . 4 5  3 . 9 5  6 . 5 8  
5 . 3 7  3 . 8 7  5 . 8 8  
6 . 2 1  3 . 7 1  5 . 3 2  
7 . 0 7  3 . 5 7  4 . 8 7  
7 .94  3 . 4 4  4 . 4 9  
8 . 7 8  3 . 2 8  4 . 1 4  
9 . 6 1  3 . 1 1  3 . 8 2  

1 0 . 4 4  2 . 9 4  3 . 5 2  
1 1 . 2 7  2 . 7 7  3 . 2 4  
1 2 . 1 0  2 . 6 0  2 . 9 9  
12.93 2 . 4 3  2 . 7 6  
1 3 . 7 7  2 . 2 7  2 . 5 4  
1 4 . 6 2  2 . 1 2  2 . 3 5  
1 5 . 4 8  1 . 9 8  2 . 1 7  
1 6 . 3 5  1 . 8 5  2 . 0 1  
1 7 . 2 4  1 . 7 4  1 . 8 7  
18 .34  1.64 1 . 7 5  
1 9 . 0 5  1 . 5 5  1 . 6 4  
1 9 . 9 6  1 . 4 6  1 . 5 4  
2 0 . 8 8  1 . 3 8  1 . 4 4  
2 1 . 7 7  1 . 2 1  1 . 3 2  
2 2 . 6 6  1 . 1 6  1 . 2 0  
23.52 1 . 0 2  1 . 0 5  

2 5 . 1 9  0 . 6 9  0 .70  
24 .40  0.90 0 . 3 2  

TO END 
AGE A+1 THROUGH END) / (COL B AT AGE A) ) 
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Schedhe WDA-3 
Page 1 of1  

Arizona 
Docket No. T-1051B-99-105 
WDA 2 3 - 0 0 5 S 1  

INTER-EXOF!: Arizona Corporation Commission Staff (Dunkel) 

REQUESY X G :  0 0 5 S 1  

- -  A .  =,ease provide U S WEST'S plans to use the money from tne increase in 
depreciation annual accruals approved in Docket No. T-01051B-97-0689 to 
updatr the current infrastructure in Arizona. If available, this plan should 
detail the wirecenters that are being updated and the average age of the 
plant 5eing replaced. 

B. The dollar amount of investment to be retired in each depreciable 
accouz; should be separately provided for'each year in the plan. 

RESPONSE : 

U S E S T  objects to Data Request WDA 2 3 - 0 0 5  on the grounds that it is not 
reasoLably calculated to lead to the discovery of admissible evidence. 
data request concerns U S WEST'S depreciation rates, a matter that has 
alreaey been decided by the Commission. 

W S WEST Law Department 
1801 California Street 
Denver, CO 80202 

This 

I 

SupPl-ental Response 07/10/00: 
U S WEST has not received monies from the increase in depreciation annual 
accurals approved in Docket No. T-01051B-97-0689. 

Qwest Law Department 
1801 California St. 
Denver, CO 80202 

, 



I . Schedule WDA-4 
Page 1 of 2 

Calculation of the 
Modernization Incentive Credit 

For Calendar Year 

1. Calculate the percent of investment retired: 

a. 
b. Retirements in Year 

Plant in Service at Start of Year s 
S 

C. Percent Retired (Line b/Line a) -Yo 

2. Compare to the annual retirement expectations in the ACC approved depreciation 
rates: 

d. .Annual retirement expected in approved depreciation rates 13 Yo 
e. Percent of expectation not met (1-(Line d i n e  d)) -740 

3. Caiculate the credit for the expectation not met: 

f. Intrastate depreciation expense accrued in year .$ 
g. Annual credit amount ((Line f x Line e) $ 
h. Monthly credit amount (Line 8/12) $ 

j .  Monthly credit per line (Line m i n e  i) $ 
1. Working loops in year' 

4. Credit the bills if expectations not met 

a. Coinmencing with the June bills, the customers will receive a per line 
credit which is the amount shown on linej. This initial credit will be 
calculated using the figures as filed by USWC. 
The monthly per line credit will appear on customer bills for the twelve 
consecutive months starting with June. The credit or revised credit will be 
paid to the customers on a per line basis, based upon the number of lines 
they have in service the month in which the credit is paid. 
In the event that the Commission subsequently determines that 
adjdstments to the figures as filed by USWC are required, the credits 
following that determination will be adjusted so that the total credit 
amount shown on line g corrected is returned to the customers. 
The amount of the credit will be deducted fiom intrastate accumulated 
depreciation (Account 32.3 100). 

b. 

C. 

d. 

"L\-orkmg loop?' per FCC Rules Part 36.61 l(h). (The number of "working loops" 1s reported in ARMIS 
reports, which are publicly available.) 

I 1 
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Schedule WDA-4 

Page 2 of 2 

I Notes: 

1.  The filled out schedule is to be filed by May 1 of the immediately following year. 

2. If the actual retirements exceed expectations, that will be carried forward to the 
credir calculation in the following year. Specifically, if line e is over 100%0, enter 100% 
and c a r y  the additional percent forward as an addition to line c in the following year's 
calculation. (For example, if line c was 15%, then 2% (15%-13%) would be camed 
forxzrd and added to the line c figure in the following year. 

3. All figures are for USWC Arizona regulated operations. 

4. One goal of this Modernization Incentive Credit is to stimulate acmal physical 
modernization in Arizona, not to simply generate "book entry" retirements that do not 
reflecl current physical retirements and modernization. The retirement amounts the 
Company provides on line b should be the booked retirement amounts associated with 
investments that have physically retired within the calendar year being addressed, or at 
the most, had physically retired in the year prior to that year (but were booked in the 
calendar year being addressed). 

5.  Concurrent with filing the report, the Company will provide supporting 
workpapers, and will also make available to the Commission Staff the underlying 
records. The Company will provide Staff with access to knowledgeable personnel, and 
will respond to relevant Staff inquiries. 

- 
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Schedule WDA-5 
Page 1 of 1 

I 
1 

& 

Ste?: 

1. 

2. 

3. 

4. 

Calculation of the 
Modernization Incentive Credit 

For Calendar Year XXXX 

Calculate the percent of investment retired: 

a. Plant in Service at Start of Year $5.000.000.000 
b. Retirements in Year $ 500.000.000 

C. Percent Retired (Line b/Line a) 10.00% 

Compare to the annual retirement expectations in the ACC approved depreciation 
rates: 

d. Annual retirement expected in approved depreciation rates 13% 
e. Percent of expectation not met (1-(Line d i n e  d)) - 3 % 

Calculate the credit for the expectation not met: 

f. Intrastate depreciation expense accrued in year $600.000.000 
u" 0 S 18.000.000 
h. Monthly credit amount (Line g/12) 3 1.500.000 
1. Working loops in year' 2.500.000 
j.  Monthly credit per line (Line m i n e  i) $0.60 

Annual credit amount ((Line f x Line e) 

Credit the bills if expectations not met 

a. Commencing with the June bills, the customers will receive a per line 
credit which is the amount shown on linej. This initial credit will be 
calculated using the figures as filed by US WC. 
The monthly per line credit will appear on customer bills for the twelve 
consecutive months starting with June. The credit or revised credit will be 
paid to the customers on a per line basis, based upon the number of lines 
they have in service the month in which the credit is paid. 
In the event that the Commission subsequently determines that 
adjustments to the figures as filed by USWC are required, the credits 
following that determination will be adjusted so that the total credit 
amount shown on line g corrected is returned to the customers. 
The amount of the credit will be deducted from intrastate accumulated 
depreciation (Account 32.3 100). 

b. 

C. 

d. 

' "!&-orking loops"-per FCC Rules Part 36.61 l(h). (The number of "working loops" IS reported in ARMIS 
reporis. which are publicly available.) 

1 



SCHEDULE WDA-6 CONTAINS INFORMATION 

CLAIMED TO BE PROPRIETARY BY USWC. 

THEREFORE, IT HAS BEEN DELETED 

FROM THIS TESTIMONY. 



.b 

Schedule WDA-7 
Page 1 of 2 

The calculation of the 6.6 year remaining life using 1/1/97 investments used in the 
USWC calculation of the 5.8% Radio Systems depreciation rate. 
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U S WEST 
ARIZONA 
2231 
Radio Systems 
1-VG'ELG 

GENERATION ARRANGEMENT 
DEVELOPMENT OF AVERAGE REMAINING LIFE AND AVERAGE SERVICE LIFE 

EXPERIENCE AS OF 1/1/1997 REMAINING 
AMOUNT PROP REAL 

KE 
A 

0.5 
1.5 
2.5 
3 5  
4.5 
5.5 
6.5 
7.5 
8.5 
9.5 
10.5 
11.5 
12.5 
13.5 
14.5 
15.5 
16.5 
17.5 
18.5 
19.5 
20.5 
21.5 
22.5 
23.5 
24.5 
25.5 
26.5 
27.5 
28.5 
29.5 
30.5 
31.5 
32.5 
33.5 
34.5 
35.5 
36.5 
37.5 
38.5 
39.5 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0 .o 

AVG S&WICE LIFE. 

.AVG REMAINING LIFE: 
TOT E 7 0 T  G 

TOT I-UTOT G 

SURVIVING %!Ex 
B C 

527188 1 
183990 0.96536015 

3093115 0.98131795 
1320328 0.94865869 
2199377 0.95905479 
953 138 0.8648394 1 

2523789 0.82005472 
3929215 0.9174314 
5218816 0.76347528 
5146432 0.86651789 
110521 1 0.82449726 
6247736 0.74764048 
951213 0.74990027 

1825149 0.74268878 
295670 0.54785815 
261512 0.35514227 
218900 0.22982345 
366013 0.1 8856386 
434649 0.21232552 
701 103 0.31004747 
354927 0.18276883 
108255 0.05503655 
150991 0.10468624 
34891 2 0.14 136796 
303394 0.20527675 
326874 0.14760742 
74225 0,16273347 
15868 0.05732311 
70498 0.10815829 
44480 0.06788322 
46195 0.20695498 

9742 0.021 12731 
31321 0.03718241 
6129 0.0154294 

15537 0.01541005 
15856 0.01325496 
3520 0.01241958 
2236 0.0643213 
2000 0.00455 
4362 0.0579 
2362 0.01583274 
3336 0.0412 

0 0 
0 0 
0 . o  
0 0 

2365 0.90370164 

39.445.929 
4.221.232 
35.224.697 

ALL VINTS NELG VINTS 
14.93809 15.01837 

ALL VINTS NELG VINTS 
& F j  2.75265 

C O M P r t D  GROSS ADDS-ALL 

LEE 
D 

0.5 
1.44804022 
2.47266801 
3.47736762 
4.41845149 
5.321 9276 1 
6.18418471 
7.09604591 
6.83268469 
8.73551219 
9.85187203 

10,83539779 
10.30429468 
11.62447148 
11,27048385 
10.4586675 
11.984206 

12.1652861 1 
14.1925212 

14.19114488 
15.17414576 
12.36107017 
13.64589448 
18.122591 53 
17.10866425 
17.6 1372992 
18.73789539 
14.49509025 
19.31460583 
19.01954757 
19.92420019 
17.0877339 1 
17.51468185 
16.1416416 

16.98562563 
16.372951 16 
15.53386449 
16.831 881 95 

14.256725 
15.5979 

10.31426459 
14.5129 

0 
0 
0 
0 

10.16275575 

ELG VINTS 
1492853 

ELG VINTS 
7.09 190 

LIFE 
YEARS 

E+* 

12.04 
11.15 
10.33 
9.57 
8.86 
8.21 
7.61 
7.05 
6.53 
6.05 
5.61 
5.19 
4.81 
4.45 
4.59 
4.19 
3.82 
3.48 
3.15 
2.84 
2.55 
2.28 
2.01 
1.76 
1.51 
1.26 
1.02 
0.79 
0.58 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 

SUM OF (Bn3) 69.439.?44 
AVG PROPORTION SURVIVING 
B/SUhl Of(B/C) 0 56806 

NOTES 
REMAINWG LIFE VALUES CALCULATED USING ELG TARGETING 
++ F R W  TABLE Z-vWELG. COL H FOR ELG. COL I FOR VG 
+++ F R W  TABLE 2-VWELG FOR ELG VINTAGES, COMPUTED AS D+(C'E) FOR VG VINTAGES 

AVG i!FE 15 1 

IOWA CJRM. S1.5 

VINTAGE 
AVERAGE 

LIFE YEARS 
F + U  

12.54 
12.65 
12.83 
13.07 
13.36 
13.71 
14 11 
14.55 
15.03 
15.55 
16.11 
16.69 
17.31 
17.95 
13.79 
11.95 
12.86 
12.82 
14.86 
15.07 
15.64 
12.49 
13.86 
18.37 
17.42 
17.80 
18.90 
14.54 
19.38 
19.05 
20.03 
17.10 
17.53 
16.15 
16.99 
16.38 
15.54 
16.86 
14.26 
15.63 
10.32 
14.53 
0.00 
0.00 
0.00 
0.00 
T0.61 

AVERAGE 
LIFE 

WEIGHTS 
G=BF 

42.045 
14,543 

241.066 
101.023 
164.582 
69.524 
178.928 
270.124 
347.244 
330,938 
68.614 
374.264 
54.963 
101.698 
21.447 
21,888 
17.018 
28.549 
29.247 
46.514 
22.692 
8.670 
10.897 
18.993 
17.418 
18.364 
3.926 
1,091 
3,638 
2.334 
2,307 
570 
1,786 
380 
914 
968 
227 
133 
140 
279 
229 
230 
0 
0 
0 
0 

223 

2.640.627 
281.071 

2359,556 

REMAINING 
LIFE 

WEIGHTS 
H=E'G 

506.166 
162.175 

2,490,449 
966,748 

1.458.756 
570.755 

1.360.759 
1.903.287 
2.267.244 
2.0 0 2.5 2 0 
384.76 1 
1,943.703 
264.181 
452229 
98.476 
91.778 
65.046 
99.222 
92.133 
132.277 
57.942 
19.739 
21.924 
33.344 
26.244 
23,198 
4.019 
865 

2.125 
1.167 
1.153 
285 
893 
190 
457 
484 
113 
66 
70 
140 
114 
115 
0 
0 
0 
0 

111 

17.507.423 
773.691 

16.733.732 

P:\QPRODATA\Anro?a99UepkSIudyK231 .wb3 



I c 

Schedule WDA-8 
Page 1 of 3 

THE FOLLOWING PAGES AFS FROM 

USWC'S RESPONSE TO DATA REQUEST WDA 21-001S1 

-- - 
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07/06/00 
02:55 PM 
X R E F :  07 
PRES: 1991.Ci.02 
PROP: 2000,Ei.,02 

COMPANY: U S WEST 
STATE : ARIZONA 
ACCOUNT: 2231 RADIO SYSTSMS 
CATEGORY: 2231 RADIO SYSTEMS 
TABLE 1-VG/ELG 

GENERATION ARRANGEMENT 
D E ' m O P M E N T  OF AVERAGE REMAINING L I F E  AND AVERAGE S E R V I C E  L I F E  

E X I C R I E N C E  A S  O F  1-1-2000% 
_ _ _ c _ _ _ - - - _ - - _ _ _ _ _ - _ _ _ _ _ _ _ _ _ _ _  

V I N T  AMOUNT PROP REAL 
AGE AGE SURVIVING SURV L I F E  

N A  B C D 
- - - -  - - -  _ _ _ - - _ - _ -  - - - - - -  - - - -  

*1999 0.5 1,082,552 1.0000 0.50 
'1998 1.5 727,226 0.9561 1.45 
*1997 2.5 297,847 0.9095 2.44 
*1996 3.5 729,679 0.9240 3.41 
*1995 4.5 142,245 0.7318 4.08 

*1993 6.5 1,310,723 0.9735 6.43 
*1992 7.5 1,714,157 0 . 8 0 0 7  7.04 

*1990 9.5 2,421,797 0.8014 8.64 
,1989 10.5 3,358,029 0.7993 9.74 
*1988 11.5 4,623,326 0.6924 9.07 
*1987 12.5 4,401,567 0.7427 11.11 
*1986 13.5 762,163 0.6200 12.20 
*1985 14.5 5,371,671 0.7799 13.45 
*1984 15.5 €59,442 0.5323 12.40 
*1983 1 6 . 5  1,350,496 0.5580 13.59 
1982 i7.5 163,485 0.3098 12.71 
1981 18.5 178,361 0.2429 11.40 
1980 19.5 182,674 0.1844 12.54 
1979 20.5 227,207 0.1485 12.91 
1978 21.5 304,728 0.1489 14.75 
1977 22.5 295,324 0.1327 14.76 
i976 23.5 232,464 0.1222 15.61 
1975 24.5 91,617 0.0466 12.51 
1974 25.5 77,131 0.0545 13.87 
1973 26.5 330,274 0.1362 18.53 
1972 27.5 247,659 0.1804 17.80 
1971 28.5 169,794 0.0813 17.92 
1970 29.5 50,837 0.1114 19.16 
1969 30.5 7,337 0.0293 14.60 
1968 31.5 45,268 0.0715 19.61 
1967 32.5 7,289 0.0114 18.68 
1966 33.5 6,235 0.0306 20.27 
1965 34.5 1.818 0.0066 17.14 
1964 35.5 16,819 0.0200 17.61 
1963 36.5 2,877 0.0072 16.17 
1962 3 7 . 5  4,353 0.0044 17.00 
1961 38.5 6,716 0.0070 16.38 
1960 39.5 6,677 0.0070 15.57 

*1994 5.5 2,a46,386 0.9109 5.34 

*1991 8.5 a57,goo 0.8229 7.95 

- _ - - _ - _ _ _ r -  

TOTAL 35,323,148 

REMAIN 
I NG 

L I F E  
YEARS 

E++ 
12.04 
11.15 
10.33 
9.57 
8.86 
8.21 
7.60 
7.04 
6.53 
6.05 
5.60 
5.19 
4.80 
4.44 
4.10 
3.78 
3.48 
3.48 
3.15 
2.84 
2.55 
2.28 
2.01 
1.76 
1.51 
1.26 
1.02 
0.79 
0.59 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 

- - - - -  

V I N T  
AVG 

L I F E  
YEARS 

€+++ 
12.54 
12.65 
12.83 
13.07 
13.36 
13.71 
14.10 
14.54 
15.03 
15.55 
16.10 
16.69 
17.30 
17.94 
18.60 
19.28 
19.98 
13.78 
12.17 
13.07 
13.29 
15.09 
15.03 
15.82 
12.58 
13.94 
18.67 
17.95 
17.97 
19.22 
14.61 
19.65 
18.68 
20.29 
17.14 
17.62 
16.18 
17.00 
16.39 
15.57 

- - - - -  

- 

AVERAGE 
L I F E  

WEIGHTS 
- - - _ - - -  

G = B / F  
86,338 
57,406 
23,215 
55,837 
10,645 
207,638 
92,938 
117,861 
57,093 
155,778 
200,553 
277,053 
254,406 
42,484 
288,788 
34,201 
68,046 
11,860 
14,656 
13,980 
17,101 
20,195 
19,651 
14,691 
7,283 
5,534 
17,692 
13,800 
9,450 
2,646 

502 
2,304 
390 
307 
106 
955 
178 
256 
410 
429 

2,212,736 
- _ _ _ - - _ - - _  

REMAINING 
L I F E  

WEIGHTS 

H=E*G 
1,039,383 
640,998 
239,808 
534,249 
94,340 

1,704,380 
706,626 
830,201 
372,607 
941,908 

1,16&,218 
1,437,212 
1,221,486 
188,629, 

1,184,251 
129,323 
236,737 
41,221 
46,171 
39,756 
43,664 
45,978 
39,539 
25,792 
10,972 
6,992 
18,120 
10,942 
5,533 
1,323 
251 

1 , 1 5 2  
, 195 
154 
53 
477 

128 
205 
214 

13,009,278 

- - - - - - -  

a9 

_ - _ _ _ _ _ _ _ -  
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c 0 7 / 0 6 / 0 0  
0 2 : 5 5  PM 
XREF:  07  
P R E S :  1 9 9 1 , S F , 0 2  
P R O P :  2 0 0 G , S A , 0 2  

COMPANY: U S WEST 
STATE : 
ACCOUNT: 2 2 3 1  R A D I O  SYSTEMS 
CATEGORY: 223  1 W D I G  S' iSTEMS 

ARIZONA 

TABLE 1 - V G / E L G  

GENERATION ARRANGEMENT 
3ZVELOPMENT OF AVERAGE REMAINING L I F E  AND AVERAGE S E R V I C E  L I F E  

Z X P E R I E N C E  A S  O F  1 - 1 - 2 0 0 0 %  REMAIN 
ING 

V I N T  AMOUNT PROP REAL L I F E  
AGE AGE SURVIVING SURV L I F E  YEARS 

- - - - - - - _ - - - - - _ _ - _ _ _ _ - - - - - - - - - -  

- - _ _  - - -  - _ _ _ _ _ _ - _  - - - - - -  _ _ _ -  - - - - -  
N A B C D E+ + 

NON-ELG V 2 , 6 5 6 , 9 4 4  
ELC V 3 2 , 6 6 6 , 2 0 4  

V I N T  

L I F E  L i  F E  L I F E  
YEARS WEIGHTS WEIGHTS 

AVG AVERAGE REMAINING 

- - - - - - -  - - - - -  - - - - - - - 
F + + +  G = B / F  H=E*G 

1 7 4 , 3 7 5  3 3 8 , 9 2 1  
2 , 0 3 8 , 3 6 1  2 . 2 , 6 7 0 , 3 5 7  

AVG S E R V I C E  L I F E :  ALL V I N T S  NELG V I N T S  
TOT B / T O T  G 1 5 . 9 6 3 5 6  1 5 . 2 3 6 9 5  

TOT H / T O T  G 
AVG REMAINZNG L I F E :  ALL V I N T S  NELG V I N T S  

COMPUTED G Z O S S  

ELG V i N T S  
1 6 . 0 2 5 7 2  

ELG V I N T S  
6 .21595 

SUM OF (wc)  6 8 , 2 5 6 , 0 7 1  B/ SUM OF (B/C) 0 . 5 1 7 5 1  

U S I N G  IOWA CURVE: 51.5 
* ZLG V I N T A G E S ,  P R O J E C T I O N  L I F E  1 5 . 1  

++ FROM T B L E  2 - V G / E L G ;  COL H FOR ELG, COL € FOR VG 
+++ FRON T A 3 L E  2-VG/ELG FOR ELG VINTAGES,  COMPUTED AS. D + ( C * , C )  FOR ;TG VINTAGES 

% ACTUAL T 

. .  
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SCHEDULE WDA-9 CONTAINS INFORMATION 

CLAIMED TO BE PROPRIETARY BY USWC. 

THEREFORE, IT HAS BEEN DELETED 

FROM THIS TESTIMONY. 



COMPANY: U S V E S T  
, r ' S T A ~ E :  ARIZONA 

ACCQ~JNT: 2124 
CATEGORY: Genl Pjrp Computers 
TABLE: 2-VGELG 
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PROJECTED LIFE TABLE 
AVERAGE SERVICE LIFE AN0 REMAINING LIFE BY AGE 

PROJECTION LIFE TABLE PARAMETERS - 
E 

l AVG LIFE: 4 

I IOWA CURVE: 01 

I ANNUAL ACCRUALS 
BEGINNING OF C A R  AMOUNT RETIRED AGE OF FOR BOY AGE A ELG AVG ELG AVG VG VINT 

I AMCUlNT DURING YEAR AMOUNT EACH LIFE ALL REMAlNlNG SERVICE REMAINING REMAINING 
LIFE - LIFE - LIFE - AGE IN SE3VICE (LIFE GROUP) RETIRED GROUP LIFE GROUPS - 

A 3 C=B-next B D E=C/D F G=B/F H=G-A I 

0.0 
0.5 
1.5 
2.5 
3.5 
4.5 
5.5 
6.5 
7.5 
8.5 
9.5 
0.0 

1 OO.OM3 
95.300 

75.000 
65.000 
5 5 . m  
45.000 
35.000 
25.000 
15.000 
5,000 
0 

a s o o  

5,000 
10,000 
10,000 
10,000 
10.000 
10,000 
10,000 
10,000 
10,000 
10.000 
5,000 

0 

0.5 
1 .o 
2.0 
3.0 
4.0 
5.0 
6.0 
7.Q 
8.0 
9.0 
10.0 
11.0 

10,000 
10,000 
5,000 
3.333 
2.500 
2.000 
1,667 
1,429 
1,250 
1.111 
500 
0 

35,790 
28.790 

13,790 
10,457 
7,957 
5,957 
4,290 
2.861 
1.611 
500 
0 

i 8,790 

2.58 
3.30 
4.52 
5.44 
6.22 
6.91 
7.55 
8.16 
8.74 
9.31 
10.00 
11 .oo 

2.58 5.00 
2.80 4.76 
3.02 4.26 
2.94 3.77 
2.72 3.27 
2.41 2.77 
2.05 2.28 
1.66 1.79 
1.24 1.30 
0.81 0.83 
0.50 0.50 
0.50 0.50 
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Arizona 
Docket NO. T-1051B-99-105 
WDA 21-001S1 

I N T E R ' v X O R :  Arizona Corporation Commission Staff (Dunkel) 

R E Q U E S T  NO: OOlSl 

Please ?rovide each of the following on an intrastate basis (not FCC) for 
each ee2reciable account: 

A .  Separately for December 31, 1998 and December 31, 1999, for each 
depreciable account please provide the complete generations arrangements on 
an intrastate basis not FCC basis. In addition to the paper copy, please 
also provide this requested information in electronic format on an IBM 
compatible 3 . 5 "  disk or an Iomega 100 MB kip Disk. 

B. For each depreciable account please provide the depreciation reserve 
balance. as of December 31, 1998 and separately December 31, 1999. 

C. Tor  each depreciable account please provide the total retirements. 
separately for 1998 and 1999. 
Please provide each of the following on an intrastate basis (not FCC) for 
each depreciable account: 

D. 
separately for 1998 and 1999. In addition to the paper copy, please also 
provide this requested information in electronic format on an IBM compatible 
3 . 5 "  &isk  or an Iomega 100 MB Zip Disk. 

For each depreciable account please provide the retirements by vintage 

E. For each depreciable account please provide the total additions 
separately for 1998 and 1999. 

F. 
Decemher 31, 1998 and separately December 31, 1999. 

For each depreciable account please provide the plant in service as of 

RESPONSE : 

A. On January 6, 2000 and April 2 5 ,  2000, the Commission decided upon 
depreciation parameters and lives to be used in Docket N o .  T -1051B-99-105 .  
WDA 2 1 - 1 ,  Part A requests generation arrangements which require completely 
new depreciation studies and are no longer relevant for this rate case. 
Therefore, generation arrangements have not been provided. 

/. B. >lease see Attachment D. 

\ -  C. Please see Attachments A and B for the December 1998 ana 1999 versions, 



I 
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respectively, of the JR 2A report. The "Plant Retired" column displays the 
requeszed information. Totals only are reported, this info-mation is not 
availajle on an intrastate basis. 

D. ?lease see Confidential Attachment C for the 1998 and 1999 retirements 
by vintage. 

E. ?lease see Attachments A and B f o r  the December 1998 and 1999 versions, 
respectively, of the JR 2A report. The "Plant Added" column displays the 
requested information. 

% F. 
respectively, of the JR 2A report. The "Total at End of Period" column 
displays the requested information. 

?lease see Attachments A and B for the December 1998 and 1999 versions, 

Confidential Attachment C is being provided pursuant to t h e  terms of the 
Proctective Agreement. 

Bill Muir I 

Technical Accountant 
1600 17th Street, Rm. 3008 
Seattle WA 

Kathleen Tuttle 
Manager - Capital Recovery 
1314 COTM 
Omaha, NE 

SuDplemental Response 07/10/00 
Attachments A-l and A-2 contain the requested generation arrangement data for 
1998 and 1999, respectively. Attachment: B contains the generation 
arrangement data for both years in FCC electronic format. 

Jim Jones 
Manager - Capital Recovery 
1801 California Street 
Denver, CO 80202 
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) 07/06/00 
02:55 PM 
X R E F :  07 
P R E S :  1991,SF,02 
P R O P :  200C,SA,02 

COMPANY: U S WEST 
STATE : ARIZONA 
ACCOUNT: 2232 C I R C U I T  3 I G I T A L  
CATEGORY: 2232 C I R C U I T  D I G I T A L  
TABLE 1 - VG/ ELG 

GENERATION ARRANGEMENT 
EZJELOPMENT O F  AVERAGE REMAINING L I F E  AND AVERAGE S E R V I C E  L I F E  

V I N T  
AGE AGZ 

N A 

- - - -  - - -  

*1999 0 . 5  
*1998 1.5 
*1997 2.5 
*1996 3 . 5  
*1995 4.5 
*1994 5.5 
*1993 6.5 
*1992 7.5 
*1991 8.5 
*1990 9.5 
*1989 10.5 
*1988 11.5 
*19(37 12.5 
*1586 13.5 
*1985 14.5 
*1584 15.5 
*I983 16.5 
1582 17.5 
1981 18.5 
1980 19.5 
1979 20.5 
1978 21.5 
1977 22.5 
1976 23.5 
1975 24.5 
1974 25.5 
1973 26.5 
1972 27.5 
1971 28.5 
1970 29.5 
1969 30.5 
1968 31.5 
1967 32.5 
1966 3 3 . 5  
1965 '34.5 
1964 35.5 
1963 36.5 
1962 37.5 
1961 38.5 
1960 39.5 
1959 40.5 
1958 41.5 

AMOUNT PROP REAL 
S U R V I V I N G  SURV L I F E  
- - - _ - - - - -  - - - - - -  - - - -  

E C D 
140,227,026 1.0000 0.50 
123,445,446 0.9999 1.50 
81,098,786 0.9406 2.46 
121,882,642 0.9578 3.47 
80,249,683 0.9340 4.41 
62,727,461 0.9298 5.39 
44,952,094 0.9179 6.28 
51,192,730 0.9303 7.23 
54,557,795 0 . 8 8 0 1  8.14 
53,834,118 0.8480 8.94 
41,665,493 0.7668 9.57 
46,458,503 0.7368 9.85 
41,471,890 0.6837 10.22 
51,645,717 0.6930 11.25 
49,313,875 0.6753 11.95 
29,096,112 0.6637 12.76 
21,143,649 0.5436 12.62 
12,288,237 0.4760 12.94 
6,515,999 0.4660 12.67 
3,727,123 0.3381 12.60 
2,002,245 0.2582 12.10 
1,038,904 0.2023 11.64 
712,952 0.1382 11.33 

1,085,942 0.0671 11.82 
824,144 0.1267 12.67 

1,196,551 0.2597 15.22 
Y51,699 0.2252 15.66 
495,276 0.2715 16.75 
466,490 0.1594 16.34 
208,647 0.2456 16.50 
327,820 0.3082 19.54 
9,779 0.3381 20.61 
77,917 0.1032 17.74 
59,510 0.1088 17.71 
20,933 0.0463 17.83 
43,099 0.1025 18.61 
6,884 0.0088 16.92 
1,336 0.0180 17.21 
22,563 0.0513 17.84 
1,262 0.0025 16.91 
666 0.0267 18:24 
544 0.0010 17.52 

REMAIN 
I NG 

L I F E  
YEARS 

E+  + 
4.59 
5.30 
5'. 56 
5.63 
5.60 
5.51 
5.38 
5.24 
5.10 
4.98 
4.89 
4.84 
4.84 
4.86 
4.90 
4.92 
4.90 
5.46 
5.23 
4.96 
4.65 
4.31 
3.93 
3.53 
3.10 
2.66 
2.21 
1.75 
1.28 
0.83 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 

_ _ - - -  

6.80 
8.06 
9.13 
10.10 
11.01 
11.88 
12.74 
13.60 
14.48 
15.39 
16.34 
17.34 
18.36 
19.40 
20.42 
21.40 
15.54 
15.11 
14.28 
13.30 
12.51 
11.87 
12.06 
13.06 
15.91 
16.16 
17.22 
16.55 
16.70 
19.70 
20.78 
17.79 
17.76 
17.86 
18.66 
16.92 
17.22 
17.87 
16.91 
18.26 
17.52 

18,161,555 
10,066,887 
13,352,068 
7,946,836 
5,698,648 
3,783,465 
4,010,489 
4,011,893 
3,718,708 
2,707,903 
2,843,286 
2,392,200 
2,812,336 
2,541,925 
1,424,987 
988,107 
797,229 
431,203 
260,973 
150,512 
83,026 
60,043 
90,050 
63,853 
75,199 
58,903 
28,760 
28,191 
12,494 
16,641 

471 
4,379 
3,351 
1,172 
2,310 
407 
78 

1,263 
75 
36 
31 

V I  NT 
AVG AVERAGE 

L I F E  L I F E  
YEARS WEIGHTS 

F + + +  G=E/F 
5.09 27,523,079 

- - - - _  _ _ _ _ _ _ -  

, 

REMAIN I NG 
L I F E  

WE1 GHTS 

H=E*G 
_ - - - - - -  

i26,465,486 
96,203,114 
55,931,567 
75,150,604 
44,488,920 
31,384,897 
20,359,571 
21,054,063 
20,456,708 
18,506,389 
13,232,515 
13,760,715 
11,569,390 
13,679,182 
12,455,969 
7,008,810 
4,839,877 
4,349,716 
2,256,376 
1,295,265 
700,216 
357,467 
235,880 
317,526 
198,121 
200,227 
130,151 
50,237 
36,121 
10,322 
8,321 
235 

2,189 
1,675 
586 

1,155 
203 
39 
63 1 
37 
18 
16 
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COMPANY: U S WEST 
STATE : ARIZONA 
ACCOUNT: 2232 CIRCUIT DIGITAL 
CATEGORY: 2232 CIRCUIT DIGITAL 
TASLE 1-VG/ELG 

GENERATION ARRANGEMENT 
DFdZLOPMENT OF AVERAGE REMAINING LIFE AND AVERAGE SERVICE LIFE 

EXF'ERIENCE AS OF 1-1-2000% REMAIN VINT 
_ _ - - - _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ - - _ - - - - - -  I NG AVG AVERAGE 

VINT AMOUNT PROP REAL LIFE LIFE LIFE 
AGE AGE SURVIVING SURV LIFE YEARS YEARS WEIGHTS 

- - - - - - -  - - - _  - - -  - _ - - - _ - - _  _ - - _ _ -  - - - -  _ - - - -  - - - - -  
N A  B C D E++ F+++ G=B/F 

1956 43.5 394 0.0032 19.69 0.50 19.69 20 

1954 45.5 749 0.0749 19.50 0.50 19.54 38 
1953 46.5 0 0.0000 0.00 
1952 47.5 3,609 0.0259 13.71 0.50 13.73 263 
1951 48.5 0 0.0000 0.00 
1950 49.5 151',692 0.1596 20.25 0.50 20.33 7,460 

w 116,220,359 TOTAL 1,128,054,860 
NON-ELG V 33,091,641 2,227,986 

113,992,373 ELG V 2,094,963,219 

AVG SERVICE LIFE: ALL VINTS NELG VINTS ELG VINTS 
TCT a / m  G 9.70617 14.85271 9.60558 

AVG REMAINING LIFE:  ALL VINTS NELG VINTS ELG VINTS 
TOT H/TGT G 5.13446 4.56978 5.14550 

COMPUTE3 GRSSS ADDS-ALL VIN?S : AVG PROPORTION SUR'JIVING: 

1957 42.5 1,641 0.0025 17.09 0.50 17.09 96 

1955 44.5 737,034 0.1710 14.82 0.50 14.90 49,460 

_ _ _ _ _ _ _ _ _ - _  - - - _ _ - _ - _ - _  

* 

SUM O F  (D/C) 1,386,424,807 B/ SUM OF (B/C) 0.81364 

USING IONA C'LTRVE: 02.0 
ELG VINTAGES, PROJECTION LIFE 10.0 

++ FROM TABLE 2-VG/ELG; COL H FOR ELG, COL I FOR Vd 
+++ FROM TASLE 2-VG/ELG FOR ELG VINTAGES, COMPUTED AS D+(C*E) FOR 

% ACTUAL 

REMAI NI NG 
LIFE 
WEIGHTS 

H=E*G 
- - - - - - -  

48 
10 

24,730 
19 

131 

3,730 

596,729,176 
10,181,400 

586,547,777 

- - _ _ - - - _ _ _  

VG VINTAGES 
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u s west Communications - Arizona 
Reproduction Cost New Less Depreciation 

Telephone Plant in Service as of December 31, 1999 

Plant Account Circuit Digital 
Plant Sub-Accrwnt: Circuit Digital 
Index Number: 2232 
Field Code: CRD 
Survivor Curve: 0 2  
Average Service Life: 10 

Life 
Expectancy Reproduction 

Cost New Onginal Telephone Telephone Age (Average Probable 
Year of Cost as of Plant Plant Reproduction as of Remaining Life) Service Condition Less 
Placing 12/31/99 Index Translator Cost New 12/31/99 12/31 199 Life Percent Depreciation 

D t. B A 
1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 

I 1993 
i 

151,692 
0 

3,609 
0 

749 . 
737.034 

394 
1.641 

544 
666 

1,262 
22.563 

1,336 
6.884 

43,099 
20,933 
59.51 0 
77.91 7 

9,779 
327.820 
208,647 
466,490 
495,276 
951,699 

1,196,551 
834.144 

1,085,942 
7 12,952 

1,038,904 
2.002.245 
3.727.123 
6,515,999 

12.388.237 
21,143,649 
29,096,112 
49.3 13.875 
51.645.71 7 
41,471,890 
46.458.503 
41.665.493 
53.834.1 18 
54.557.795 
51.192.730 . 
44,952,094 

L 

44.6 
46.3 
42.4 
38.9 
39.3 
39.2 
39.8 
41.4 
42.3 
41.5 
40.6 
40.4 
39.6 
39.8 
39.8 
38.7 
38.3 
39.0 
40.4 
41.5 
42.6 
44.4 
45.6 
47.7 
53.0 
57.5 
59.8 
61.1 
61.3 
62.8- 
64.2 
69.9 
75.4 
83.4 
87.6 
97.0 

101.8 
100.2 
100.0 
99.1 
98.2 
99.6 
94.7 
91.2 

E=E'D F 
1.982 
1 .go9 
2.085 
2.272 
2.249 
2.255 
2.221 
2.135 
2.090 
2.130 
2.177 
2.188 
2.232 
2.221 
2.221 
2.284 
2.308 
2.267 
2.188 
2.130 
2.075 
1.991 
1.939 
1.853 
1.668 
1.537 
1.478 
1.447 
1.442 
1.408 
1.377 
1.265 
1.172 
1.060 
1.009 
0.91 1 
0.868 
0.882 
0.884 
0.892 
0.900 
0.888 
0.933 
0.969 

300,663 
0 

7,524 
0 

1.685 
1,662.087 

875 
3.504 
1.137 
1.419 
2.748 

49,371 
2.982 

15.290 
95,727 
47,816 

137.355 
176,612 
21,398 

698,296 
432.967 
920.777 
960,140 

1.763,736 
1,995,757 
1,282,406 
1,605,306 
1,031.505 
1,498,191 
2,818,447 
5,132,051 
8,240,548 

14,524,140 
22,411,254 
29,361,830 
44,941,717 
44,847,558 
36,587,975 
41,069,317 
37.163.358 
48.460,089 
48,439,803 
47.779,075 
43.571.075 

49.50 
48.50 
47.50 
46.50 
45.50 
44.50 
43.50 
42.50 
41.50 
40.50 
39.50 
38.50 
37.50 
36.50 
35.50 
34.50 
33.50 
32.50 
31 S O  
30.50 
29.50 
28.50 
27.50 
26.50 
25.50 
24.50 
23.50 
22.50 
21 S O  
20.50 
19.50 
18.50 
17.50 
16.50 
15.50 
14.50 
13.50 
12.50 
11 S O  
10.50 
9.50 
8.50 
7.50 
6.50 

- H=F+G I=(H-F)/H J=E'I ti 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.23 
0.66 
1.12 
1.65 
2.10 
2.97 
3.35 
3.70 
4.02 
4.29 
4.52 
4.70 
4.83 
4.90 
4.92 
4.90 
4.86 
4.84 
4.84 
4.89 
4.98 
5.10 
5.24 
5.38 

49.50 
48.50 
47.50 
46.50 
45.50 
44.50 
43.50 
42.50 
41.50 
40.50 
39.50 
38.50 
37.50 
36.50 
35.50 
34.50 
33.50 
32.50 
31.50 
30.50 
29.73 
29.16 
28.62 
28.15 
27.60 
27.47 
26.85 
26.20 
25.52 
24.79 
24.02 
23.20 
22.33 
21.40 
20.42 
19.40 
18.36 
17.34 
16.34 
15.39 
14.48 
13.60 
12.74 
71.88 

0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
o.GQo/o 

0.00% 
0.00~0 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.00% 
0.77% 
2.26% 
3.91% 

7.61% 
10.81% 
12.48% 
14.12% 
15.75% 
17.31% 
18.82% 
20.26% 
21.63% 
22.90% 
24.09% 
25.26% 
26.47% 
27.91% 
29.62% 
31.77% 
34.39% 
37.50% 
41.13% 
45.29% 

5.86% 

0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 

3,334 
20.990 
37,541 

103.355 
151 -877 
138,628 
200.342 
145,649 
235.965 
487.873 
965,852 

1,669,535 
3.141,571 
5.132.177 
7.073.265 

11 32.278 
11.871.149 
10.21 1,704 
12.1 64,732 
11,806,799 
16,665.425 
18,164,926 
19,651,533 
19,733,340 

I Revised Arizona RCLD 2000, CRD Page 1 
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U S West Communications - Arizona 
Reproduction Cost New Less Depreciation 

Telephone Plant in Service as of December 31. 1999 

Plant Account Circuit Digital 
Plant S u b - A m n t :  Circuit Digital 
Index Number. 2232 
Field Code: CRD 
Survivor Curve: 0 2  
Average Service Life: 10 

Life 
Expectancy Reproduction 

Original Telephone Telephone Age (Average Probable Cost New 
Year of Cost as of Plant Plant Reproduction as of Remaining Life) Service Condition Less 
Placing 72/31/99 Index Translator Cost New 12/31/99 12/31/99 Life Percent Depreciation 

A B C D E=B'D F G H=F+G I=(H-F)/H J=E'I 
1994 07,727.461 88.8 0.996 62,446,508 5.50 5.51 11.01 50.05% 31,254,477 
1995 80,249,683 86.2 1.026 82,322,587 4.50 5.60 10.10 55.45% 45.647,875 
1996 ;21.882,842 86.9 1.017 123,986,689 3.50 5.63 9.13 61.66% 76,450.192 
1997 a i  ,098,786 84.5 1.046 84,841,807 2.50 5.56 8.06 68.98% 58.523,878 
1998 123.445.446 88.1 1.003 123,865,805 1.50 5.30 6.80 77.94% 96,541.008 
1999 140,227.026 88.4 1.000 140,227,026 0.50 

1,128,054,861 0.982 1,107,763.931 
4.59 5.09 90.18% 126,456,732 

52.90% 586,004,003 

Notes: 
Columns 8. C. D, and E are from USWC's filing. these columns have not been certified by William Dunkei. 

Revised Arizona RCLD 2000, CRD Page 2 
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TABLE 2 FROM USWC EXHIBIT NHH-1, SUPPLEMENTAL TESTIMONY OF 
NANCY HELLER-HUGHES, WITH PERCENT CONDITION CORRECTED 

US WEST COMMUNICATIONS, INC. 

REPRODUCTION COST NEW LESS DEPRECIATION 
VINTAGE PLANT 

As of December 31,1999 

Original Tclcphonc Reproduction 
cost Plant Reproduction Condition Cost New Less 

Account Description 123 1/99 Translator Cost New Percent Depreciation 
rl A E 

21 12 
21 14 
21 15 
21 I6 
2121 
2122 
2123 
2124 
221 I 
2212 
2220 
223 I 
2232 
2362 
241 1 
242 1 
2422 
2423 
2424 
2426 
243 1 
244 I 

Motor Vehicles 
Special Purpose Vehicles 
Garage Work Equip 
Other Work Equip 
Buildings 
Furniture 
Company Comm Equip 
Gen Purpose Computer 
Analog SW Equip 
Digital SW Equip 
Operator Systems 
Radio Systems 
Circuit Equip 
Other Term Equip 
Pole Lines 
Aerial Cable 
Underground Cable 
Buried Cable 
Sub Cable 
l n m  Bldg Cable 
Aerial Wire 
Conduit Systems 

Total Vintage Plant 

$67,008,716 
25,794 

1,356,323 
22.4 l6,4 I I 

162,763,559 
I ,703~3 1 6 
6,944,455 

1 I2,O 16,697 
138,599,056 
8 19,225,291 

7,080,06 1 
35,323~ 50 

1,185,447,O 17 
48,46 1,067 
46,G 16,809 

170,704,495 
435,295,207 

1,273,669,392 
2,572 

4 1,603,544 
8,798,956 

305.067.487 

B 

1.079 
1.219 
I .239 
1.168 
2.059 
1.122 
0.957 
0.469 
I .206 
0.987 
1.021 
1.016 
0.993 
1 .06 I 
4.34 I 
1.723 
1.218 
1.352 
1.256 
1.825 
I .346 
2.216 

L 

$72,326,9 I3 
3 1,447 

1,680.68 I 
26,177,888 

335,131,472 
I ,9 10,709 
6,646,073 

52,564,359 
167,207,907 
808,935,65 I 

7,528,640 
35,89 1,456 

I ,  177,608,648 
5 1,4 12,073 

202,360,27 1 
294,160,265 
530,303,739 

1,722,089,520 
3,232 

75,914,620 
11,843,641 

676.048.139 

$4,890,129,675 
~~ 

$6,257,477.34 I 

Notes: 
Columns A, B, and C are from USWC's filing, these columns have not been certified by William Dunkel. 
These are from Exhibit NHH-I, Supplemental Exhibit of Nancy Heller-Hughes, page 8. 

D 

38.2% 
28.2% 
53.3% 
45.0% 
5 1.8% 
57. I % 
29.2% 
45.2% 
19.9% 
53.2% 
46.9% 
34.3% 
51.1% 
56.2% 
41.8% 
23.5% 
25.4% 
33.3% 

0.0% 
23.7% 
40.0% 
_.  . 3 I4,l 18,808 

52,548,485,457 

46.5% 

1- 

$27,623,678 
8,863 

895,506 
I 1,773,969 

I73.760,6 I2 
1,090.37 I 
1,940,726 

23,767,388 
33,276,899 

430,156,707 
3,387,638 

12,297,503 
GO 1,620,960 
28,899,178 
84,506,657 
69,085,320 

I34,877,93 I 
572,694,705 

0 
17.970,027 
4,732,O I I 

Revised Arizona Analysis 2000, table2 
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BEFORE THE 

ARIZONA CORPORATION COMMISSION 

IN THE MATTER OF THE APPLICATION 
OF US WEST COlvfMXNl CATIONS, INC. A 
COLORADO CORPORATION, FOR A 
HEAFUNG TO DETERMINE THE EARNINGS 
OF THE COMPA'\N FOR RATEMAKING 
PURPOSES, TO FIX A JUST AND 
REASONABLEK4TEOFRETURNTHEREON 
AND TO APPROI-E RATE SCHEDULES 

1 L 

1 
1 

1 
) 
1 
1 

) DOCKET NO. T-01051B-99-0105 

SURREBUTTAL TESTIMONY AND SCHEDULES 

OF . 

WILLIAM DUNKEL 

ON BEHALF OF 

THE STAFF OF THE ARIZONA CORPORATION COMMISSIOX 

SEPTEMBER, 2000 

NOTICE: INFORMATION CLAIMED TO BE PROPRIETARY BY QWEST HAS BEEN 
DELETED FROhl THIS TESTIMONY. THROUGHOUT THIS TESTIMOXY, 
PROPRZETARI- INFORMATION IS DESIGNATED AS FOLLOWS: 
**PROPRIETARY** 
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EXECUTIVE SUMMARY 

Modernization Accountability Credit and Depreciation Issues 

Below is a brief summary of some ofthe issues I address in this testimony \rith respect to 
Qwest's Rebuttal to my Direct Testimony of the Modernization Accountabiliq Credit 
and other depreciation issues: 

1. In the Depreciation proceeding, the Commissioners were interested in assuring in 
this case that Qwest would actually make the modernizations that were assumed 
in the depreciation rates the Commission approved for Qwest. Those depreciation 
rates were calculated assuming a very high rate of future modernization by Qwest 
in Arizona. When the rates from this case go into effect, customers \vi11 be paying 
approximately $1 0 per line per month for intrastate depreciation expense. In his 
Rebuttal. Qwest's witness Mr. Wu proposes that Qwest should not be held 
accountable to actually make the modernizations that the Commission expects 
them to make. Mr. Wu's proposal is unacceptable and should be rejected. I 
recommend the Commission adopt the Modernization Accountabiliv Credit 
presented in my Direct Depreciation testimony to properly hold Qwest 
accountable to make the modernizations that this Commission incorporated in the 
approved depreciation parameters. 

2. In his Rebuttal, Mr. Wu claims that future retirements are not used in the 
calculation of depreciation rates, which is false. Future retirements are used to 
calculate the "remaining life" (life which remains until retirement), which is a key 
part of the depreciation calculation. 

3. Mr. Wu's claim that the percent of the pairs in the metallic cables that is actually 
being used is declining is false. ARMIS data shows the number of metallic pairs 
working, and the percent working is increasing. 

Mr. Wu's claim that proper depreciation rates should be calculated over a life that 
is shorter than the "service life" violates the applicable ACC and USOA 
depreciation standards. 

4. 

5 .  Mr. Wu proposes to arbitrarily assign all of the recovery of a large resen-e 
deficiency for Analog Switching to just a one year period. This proposal is 
arbitraF. inappropriate, and overstates the claimed expense during that one year 
period. when these costs were not actually all incurred in that one year period. A 
much more appropriate method of recovering this unusually large resene 
deficiency would be to amortize these costs over a several year period. ,4n 
$18,000,000 per year amortization will amortize the deficiency over 
approximately three years. This is a commonly accepted recovery procedure, and 
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6. 

7 .  

8. 

spreads the burden of recovery more evenly over a period longer than jwt  one 
year. 

Mr. Wu’s Rebuttal to my Direct testimony raised certain issues pertaining to how 
I “rounded” certain numbers and how I “composited” certain accounts. These 
issues make very little difference in the calculation of the depreciation accruals. 
However, in this testimony I resolveMr. Wu’s concerns by adoptin, 0 A \lr. Wu’s 
preferred “rounding” and “compositing” methods, therefore these are no longer 
items of dispute between Staff and Qwest. 

For the Company Communications Equipment account, the depreciation rates that 
Mr. Wu proposes in his Direct and Rebuttal testimonies, were not calculated using 
the Commission approved “projection life” parameters. The depreciation rate that 
Qwest is currently booking also does not apply the Commission-approved 
“projection life” parameter to thls Account. 

I recommend that the depreciation rates and amortization shown on Schedule 
WDA-25 be adopted. These rates are proper, are calculated by applying the 
Commission-approved depreciation parameters to the test year (1 2/3 1/99) reserve 
and investment “per book” figures. For Analog Switching Equipment, this 
proposal includes a reasonable amortization of the deficiency of $1 8 million per 
year, whch will amortize the deficiency over an approximate three year period. 

Rate Design 

Below is a brief summary of some of the issues I address in this testimony with respect to 
Qwest’s Rebuttal to my Direct Testimony on Rate design issues: 

1. Qwest’s witness Dr. Taylor presents a number of flawed arguments in an attempt 
to convince the Commission that the loop costs are direct costs caused solely by 
the provision of basic exchange service, not shared facilities as I testified in my 
Direct Testimony. However, Dr. Taylor’s failure to properly identify the loop 
costs are shared facilities stems from a mis-application of TSLRIC principles dues 
to his apparent failure to recognize how the telecommilnications nehvork is 
engineered. The telecommunications network is engineered such that a whole 
family of services depends upon and is supported by the loop facilities. Without 
the loop facilities, the provision of toll, switched access, vertical senices and 
basic exchange service would not be physically possible. Since all of these 
services require the loop facilities, it is an undeniable physical and engineering 
fact that the loop is a facility that is shared by a whole family of sewices, not just 
one of the services that is supported by the loop facilities. 

2. In another state, Dr. Taylor specifically admitted that a loop facility would be 
required to provide toll service, even if basic exchange service were not provided. 
Therefore, Dr. Taylor is unable to support his claim that the loop costs are caused 
solely by basic exchange service. 

11 
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4. 

5 .  

6. 

7 .  

8. 

Dr. Taylor refers to "economics literature" that Dr. Taylor claims &cre&:s my 
view of the loop as a shared facility. However, The "economics literahre" that 
Dr. Tayior refers to were two articles that were authored by Dr. Taylor or other 
individuals who are well known for their work as witnesses who tes t ie  ofbehalf 
of telephone companies. All authors of the two articles he referenced are 
currently or were associated with Dr. Taylor's firm. In contrast, I have supported 
my view of the loop facilities as shared facilities, by citing numerous re,oulatory 
authorities, including the Supreme Court, the FCC, the Joint Board. the orders of 
the commissions in a number of other states and NARUC. 

In yet another flawed attempt to justify his position, Dr. Taylor alleges that long 
distance carriers (IXCs) get to use the loop facilities owned by the LECs for free, 
therefore the IXCs are able to provide toll service and avoid the cost of the loops. 
However, Dr. Taylor's claim is not true. Dr. Taylor fails to recognize the fact that 
the IXCs must pay Qwest for sharing the common lines (loops) that Qwest owns 
when the IXCs pay Qwest an intrastate Carrier Common Line Charge (CCLC) to 
share the loop facilities owned by Qwest. The CCLC is the switched access 
charge by which Qwest recovers a portion of the loop faciIities costs fiom the 
IXCs. 

Dr. Taylor argues that since the loop facilities are non-traffic sensitive. ti-iis 
somehow means that basic exchange service must recover all of the loop facility 
costs. However, even if the loop facilities costs are non-traffic sensitive. this does 
not in any way implicate basic exchange service as the sole cause of the loop 
facility costs. "Fixed" charges could be billed to IXCs just as easily as to end 
users. The "fixed" costs are a part of almost any business, just like "rent" might 
be considered a "fixed" cost of a fast food restaurant. 

When calculating the costs of intrastate services, Mr. Thompson proposes to 
ignore the fact that 25% of the loop facilities costs are allocated to the interstate 
jurisdiction and recovered in intrastate rates. However, if Mr. Thompson's 
proposal were adopted, and rates for intrastate services were based upon the 
unseparated costs, the result would be a double recovery of the interstate portion 
of the loop facility costs. This inappropriate proposal should be rejected. 

In my Direct, I testified that special access bypass of switched access was 
economical for only high users. In his Rebuttal to this testimony, Mr. Mchtyre's 
providzd an invalid analysis that fails to consider that those customers subscribing 
to a special access line would pay toll charges in addition to the charge for the 
special access line. 

In his Rebuttal, Mr. Thompson attempted to downplay the significance of the 
numerous State Commission Orders that I referenced that specifically found the 
loop to be a shared facility, by pointing out that most of these orders were issued 
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pnor to the TA96. However, one of the Commission orders I referenced \vas that 
of the Indiana Utility Regulatory Commission (IURC), which is dated October 28, 
1998. Not surprisingiy, Mr. Thompson fails to mention that this Order 
specifically dealt withthe TA96, and specifically found that assignins 100% of 
the loop cost to one service would violate Section 254(k) of TA96. 

9. Dr. Taylor recommends that markups above TSLRIC for services should be 
determined using “Ramsey Pricing” principles. However, this form of pricing has 
been resularly rejected by regulatory authorities. Ramsey pricing means charging 
more where the company has monopoly power and less where it does not. This is 
an abuse of monopoly power. One of the primary reasons reguiation of monopoly 
services exists is to prevent the companies from abusing that monopoly power. 
This proposal should be rejected. 

10. In his Rebuttal, Mr. Teitzel’s claimed that Qwest’s proposed “competitive zone’‘ is 
consistent with the Commission’s Rules, however it is not. The information that 
the Commission’s rules require would not be required to classify a wire center as a 
“competitive zone.’’ Under Qwest’s proposal, Qwest would not be required to 
show any indications of market power, provide the estimated market share, 
provide a description of the general economic conditions in the relevant market 
that make the service competitive, or provide most of the other information that 
are properly required by the current Commission rules in order to determine if 
effective competition exists. 

1 1. Mr. Teitzel’s Rebuttal provides an example that purportedly shows “extremely 
more prevalent” competition in the Chandler-Main wire center than in the Bisbee 
wire center. However, it does not. Mr. Teitzel’s example merely demonstrates 
that there is a tiny amount of resale competition in both of these two wire centers 
at this time. 

12. In its Rebuttal, Qwest is claiming that it has price flexibility in Oregon. However, 
in Oregon, rates for competitive zone services cannot be higher than the rates that 
were in effect when the competitive zones were established, unless authorized by 
the Commission. In Arizona, Qwest generally proposes that the ceiling be double 
the existing rate. 

13. In his Rebuttal, Mr. Teitzel claims that Qwest will continue to adhere to the 
Commission’s rules for pricing competitive services if the “competitive zone” 
proposal is adopted. However, the Qwest “competitive zone” proposal lvould 
allow Qwest to price competitive services below the TSLRIC of providing the 
service, which is contrary to the ACC’s competitive service pricing rule. 

14. Qwest’s Rebuttal attempts to address concern surrounding the Qwest proposal to 
establish maximum rates in “competitive zones” at “double” the current rates by 
pledging that it is not Qwest’s “intention” to double the rates. However, if the 
understanding is that Qwest does not “intend” to double the rates, then the logical 



15. 

way to assure that intention is followed is to set the rules so that the?. cannot 
double the rates. 

Dr. Taylor responded to my direct testimony pertaining to the KHI b\- prmiding a 
specific example of the HHI for the interstate toll market when AT&T RYS 

declared a non-dominant carrier by the FCC. Thanks to the estimate pro\ided by 
Dr. Taylor, we now know that the market concentration in the wire centers which 
Qwest proposes be immediately deciared as "competitive zones" is n-ai>- ** 

** the market concentration in the interstate long distance market when the 
FCC declared AT&T as a non-dominant carrier. 

16. Mr. TeitzeI claimed that competitors would be driven away fiom d areas 
unless the Zone Increment Charges are increased in response to UhT loop rate 
de-averaging. However, his arguments are based on the faulty premise that the 
loop cost (as identified by the UNE loop rates) is directly a cost of only basic 
exchange service. In reality, the UNE loop costs are not directly related to just 
the basic exchange service rates, but are related to the entire family of services 
that share the loop facilities. In addition, mal customers generally have a more 
limited local calling area than do urban customers, and therefore pay toll rates for 
calls which an urban customer pays local rates. Since competitors have the 
opportunity to receive higher tollkwitched access revenues for rural customers 
compared to urban customers, this offsets part of a higher UNE loop rate in rural 
areas. 

17. Mr. Teitzel claims that I stated that Qwest can expect an increase in toll revenues 
as a result of its proposed toll rate reductions. However, this is not my restimony 
in this proceeding. My testimony simply pointed out the inconsistency benveen 
Qwest's claim and Qwest's revenue impact calculation. Qwest claims tbat it will 
be better off in the market if it reduces toll rates, because the lower rates would be 
more attractive to customers. However, Qwest's revenue impact calcuiarion 
assumes it would be worse off if toll rates are reduced, because the rL Pvenue 
impact calculation shows a net revenue reduction, as a result of reducing the toll 
rates. Qwest has the ability to change its toll prices itself, since the Commission 
has desisated toll as a "competitive" service. (a) If the Company chooses to 
keep the current rates, that is their choice. In that event, no revenuz support 
should be extracted from the rates of other services. (b) If Qwest chooses to 
reduce its rates, that is an executive decision. If that is a good decision ana 
enough customers are attracted by the lower rates to offset the l o w s  raies. then no 
revenues need to be recovered from other customers. On the other hard if that is 
a poor executive decision which results in a net reduction in the Cornpan>-'s toll 
revenues, then the customers of other services are not responsible for a poor 
executive decision. Under the "competitive" pricing flexibility thar nzs been 
given the Company, rates for other services should not be increased in order to 
support changes in "competitive" prices. 
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18. In my Direct testimony, I indicated that Qwest had miscalculated the revenue 
impact for Directory Assistance. In his Rebuttal, Mr. Teitzel claims thai tii?s 
calculation is not in error. However, in this testimony, I demonstrate thai in its 
DirectoF Assistance revenue impact calculation, Qwest mishandled the effect of 
the temporary surcharge. In effect, Qwest calculated a revenue impact of Soing 
from a 59 cent Directory Assistance charge (with a one call allowance). to an 85 
cent charge (with no call allowance). However, the revenue impact of t‘ne c w q &  
proposal is higher, because the current proposal is to go &om the current 37 cent 
Directory Assistance charge (with a one call allowance), to an 85 cent charge 
(with no call allowance). 

19. Mr. TeitzeI argues that the Qwest proposal to increase privacy listings rates 
because these services are “discretionary”. However, since the customers of these 
services are sometimes victims of harassment, these customers are actually in a 
captive market, where they must pay whatever rates Qwest charges them in order 
to maintain their safety. 
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1 1. INTRODUCTION 

3 - 

3 Q. ARE YOU THE SAME WILLIAM DUNKEL MWO PREVIOUSLY PREFILED TESTIMOhY 

4 ?X THIS PROCEEDING? 

5 A. Yes.' 

6 

7 Q. WHAT IS THE PRIMARY PURPOSE OF THIS REBUTTAL TESTIMOhT? 

8 A. The primary purpose of this Rebuttal testimony is to respond to the Rebuttal testimonies of 

9 

10 

11 

12 

13 

14 A. MODERNIZATION ACCOUNTABILITY CREDIT 

15 

16 Q. SHOULD QWEST BE HELD ACCOUNTABLE FOR THE M O D E W A T I O X  THAT IS 

Qwest' filed on or about August 21,2000, and the Direct testimonies of parties \Tho filed their 

testimonies on or about July 25,2000 through August 9,2000. 

11. RESPONSE TO M R  WU 

17 ASSUMED mi THE ACC APPROVED DEPRECIATION PARAMETERS? 

18 A. Yes. Discussions during the Open Meeting on this issue supported this proposition.' Customers 

19 

20 

will be paying almost $10 per month per line to Qwest to cover the calculated intrzstate 

depreciation expense. The depreciation expense is so high only because the deprtziation 

Throughout this testunony, my "Dlrect testimony on Modernization, Depreciation, and R C X D  L u e s "  1 - - will be 
referred to as my Direct Depreciation testimony. My "Direct Testimony on Rate Design Issues" x-31 be referred to 
as my Direct Rate Design testimony. 

Throughout this testimony, the names "Qwest" and "USWC" are used interchangeably. 
Tr. 46-47, 52, April 25, 2000 Open Meeting. 
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3 
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9 

10 

11 

parameters adopted by the ACC assume a very rapid rate of future modernization by Qwest. 

Under Mr. Wu‘s proposal, the Company would receive that $1 0 per month per line i?om the 

customers that was based on specific hture replacement expectations, but Qwest n-ould in no 

way be accountable for actually delivering the future modernization that was assumed in the 

calculation of those depreciation rates. Mr. Wu’s proposal is clearly unbalanced. 

It would not be fair to the customers to allow Qwest to collect $324 million per year4 from them 

based on specific expected future equipment replacements by Qwest, without assuring those 

expected replacements actually occurred. Qwest wants to take the money, but not be responsible 

to make the expected replacements. 

12 Q. HOW DID MR. Th’u RESPOND TO YOUR PROPOSED MODERNIZATION CREDIT? 

13 A. Mr. Wu stated: 

14 
15 

16 

17 

18 

19 Q. WOULD MR. % V S  PROPOSAL HARM THE ARIZONA ECONOMY? 

20 A. Yes. Using the ACC approved depreciation parameters, Qwest will be collecting almost $10 per 

21 line per month from customers to cover the intrastate depreciation expense. This is $324 million 

There is no need for another program to address the adequacy of m~dernization.~ 

Mr. Wu argues that Qwest should not be accountable to actually implement the modernization 

that was assumed in the ACC approved depreciation parameters. 

Column N of Schedule WDA-25. 
Page 1 1, Lines 6-7, Wu Rebuttal. 5 
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6 per year. If Qwest takes the money from the Anzona customers, but does not make the 

expected modernizations in Arizona, that will harm the Arizona economy. When Qwest collects 

this $10 per month per line &om the customers, that takes the money out of cir- ,dation in 

Arizona. The customers cannot spend that $10 for other services or goods in h z o n a .  If Qwest 

collects the money in Arizona and then diverts it to other states, that will harm the =2rizona 

economy. Only if Qwest makes the expected replacements in Arizona will that money remain in 

Arizona.? 

The Commission should reject Mr. Wu's position that Qwest should not be accountable for 

making the expected replacements in Arizona that are incorporated in the Commission-approved 

depreciation rates. 

13 Q. MR. WU STATES THAT THE MODERNIZATION REQUIREMENTS INCORPORATED IN 

14 THE QWEST AND USWC MERGER SHOLJLD BE  SUFFICIENT.^ DO THE 

I5  

16 

17 DEPRECIATION PROCEEDING? 

18 A. Absolutely not. The merger agreement required Qwest to only invest in the years 2000 and 200 1 

19 

MODEFWIZATION REQUIREMENTS INCORPORTAED IN THE MERGER REFLECT 

THE ACCELERATED MODEFWIZATION THAT WAS ASSUMED IN THE 

at a level equal to the historic investment levels. 

Column N of Schedule WDA-25. 
Hopefully, along with some new money from shareholders. There is no requirement that the amount spent for new 7 

equipment equal the investment retired. With inflation and other effects, that frequently m y  not be the case. 
* Page 11, lines 1-7, Wu Rebuttal. 
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We can see no reason why applicant would not be willing to commit to an investment 
level for the years 2000 and 2001 at least at the amount of the historic average of $402 
b i l l i ~ n . ~  

The modernization requirement incorporated in the merger agreement did not - anticipate any 

accelerated modernization, but simply required that for the next two years, the modernization 

continue at a level similar to what had occurred in the past. 

The Commission-approved depreciation parameters assume much more rapid modernization will 

occur in the future than has been occurring in the past by Qwest in Arizona. This accelerated 

modernization is not reflected in the merger agreement, as previously discussed. 

B. FUTURE RETIREMENTS ARE USED TO CALCULATE THE CURRENT 
DEPRECIATION RATES 

16 Q. IN THE CALCULATION OF THE DEPRECIATION EXPENSE, MR. WU STATES, 

17 When retirements ultimately occur is not significant in this analysis." 
18 

19 

20 THE DEPRECIATION RATES? 

21 

22 

23 

24 

ARE FUTURE EXPECTED RETIREMENTS SIGNIFICANTLY USED IhT CALCULATING 

A. Yes. Mr. \Nu either misunderstands or has misstated one of the basic factors that is used to 

calculate depreciation rates. A specific future expected retirement pattern is incorporated in 

calculating depreciation rates. Based upon those future retirement assumptions. an average 

"remaining life" is calculated. The average remaining life is the average number of years which 

Page 13, ACC Decision 62672. The ACC did require that a specific portion of this be dlrected to upgrade rural 
exchanges. 
lo Mr. Wu's responsc to Request WDA 34-005. Similar stztements also appear on pages 6 and 7 of Mr. Wu's 
Rebuttal. 
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remain before the existing investments are expected to retire. This "remaining life" is one of the 

factors that is directly used in the calculation of the depreciation rate, as is shown below: 

Remaining Life Rate (%) = (100% - present depreciation reserve % - Future nei saivage%) 
Remaining Life (Years) 

The "remaining life" is how many years are left before the investments retire. 

Mr. Wu's claim that when the retirements are expected to occur is not "significant in this 

analysis", is simply a misrepresentation of the basic principles of calculating depreciation rates. 

Q. DO THE DEPRECIATION PARAMETERS THAT THE COMMISSION ADOPTED IN THE 

DEPRECIATION PROCEEDING INCLUDE A SPECIFIC PROJECTION OF FUTURE 

RETIREMENTS? 

A. Yes. For example, attached as Schedule WDA-25 is the projection life table that was used in the 

calculation of the remaining life for Aerial Cable-Metallic, Account 2421. As can be seen, 

Column C includes specific different amounts of retirement each year. Achieving the ACC 

selected projection life and curve shape which are shown at the top of that page requires that 

specific retirement pattern. Column H calculates the ELG average remaining life for each 

vintage. That calculation is directly based upon the future expected retirements that are shown in 

Column C. The retirement pattern and remaining life by vintage shown on this sheet are used to 

calculate any remaining life that uses the listed projection life and curve shape. This same 

retirement pattern was used in calculating the depreciation lives based on 1/1/97 investments, 

and the same pattern was also used in calculating the depreciation rates based on 12'3 1/99 

investments. The average remaining life that is used in the depreciation calculation is calculated 
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by applying the remaining life from the above-referenced Column H to the dolia; amount of 

investment that exists for each age. 

3 

4 Q. CAN YOU DEMONSTRATE THAT THE AVERAGE REMAINR\JG LIVES TEAT MR. WU 

5 

6 

HAS CALCULATED ARE IN FACT BrZSED UPON THE CALCULATIONS TH,4T 

INCORPORATE A SPECIFIC ASSUMED FUTURE RETIREMENT PATTER_?;? 

7 A. Yes. On Rebuttal Exhibit KDW-2, Mr. Wu - calculates a depreciation rate using a remaining life 

8 of 5.1 years for this Account, Page 4 of Schedule WDA-26 contains a discoven- response which 

9 shows the calculation of the 5,l years remaining life that Mr. Wu used. l 1  As can be seen on page 

10 3, Colum E of that Schedule, the remaining life that is being used for each vintage in this 

11 calculation is the exact same remaining lives that came from Column H of Schedule WDA-25 

12 As previously discussed, those remaining lives are based upon a specific anticipated retirement 

13 

14 

15 

16 

17 

18 

19 

patterns for each year in the hture. 

Mr. Wu's claim that the future retirements are not incorporated in the depreciari_on parameters 

and expense calculated is simply incorrect. As shown on Schedules WDA-25 and WDA-26, the 

calculation of that remaining life involves a specific projection of how much investment will 

retire each year in the future. 

' I  I added the box to this figure on this Schedule for emphasis. 
6 
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Q. h4R. WU ALLEGES THAT "AN ASSET SHOULD BE FULLY DEPRECIATED PRIOR TO 

ITS PHYSICAL RETIREMENT."" (EMPHASIS ADDED) IS THAT THE PROPER 

DEPRECIATIO5 STANDARD? 

A. No. The requirements that apply to this proceeding are that the depreciation rates should be 

designed so that the asset is fully depreciated at the time of its retirement. To intentionally 

design the rates so that the investment would be fully depreciated significantly before or after the 

time of its expected retirement is to miscalculate the depreciation rates. 

The depreciation definition and requirements set forth in Section R14-2-02 "Treatment of 

Depreciation" for Fixed Utilities of the Arizwa Administrative Code apply. Tne ACC has also 

adopted the Uniform System of Accounts (USOA) for Telecommunications Companies (FCC 

Part 32,47 CFR. Ch. 1) apply. The Arizona Administrative Code and the USO.4 specifically 

require that the depreciation expense be distributed l'in a rational and systematic manner", or on a 

"straight-line method" over t& "service life." The "service life" is the life from the time the 

investment is placed in "plant in service" to the time it is retired from service and the books of 

the ~ornp.my.'~ 

The Arizona Administrative Code, Section R-14-2-1 O2(A)(3) states: 

'Depreciation' means an accounting process that will permit the recovery of the original 
cost of an asset less its net salvage over the service life. (emphasis added) 

Section R14-2-102(B)(3) requires: 

"Page 10, line 11, \Tu Rebuttal. 
l 3  In "remaining lift.' depreciation, the average life remaining until the investment is expected to be retired from the 
books (endings its "service life") is utilized. 
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23 
24 

25 

26 

27 

The cost of depreciable plant adjusted for net salvage shall be distribute5 ic a rational and 
systematic manner over the estimated service life of such plant. (Emphzsis added) 

Section R14-2-102(A)(9) states: 

'Service life' means the period between the date an asset is first devoted 10 public service 
and the date of its retirement from service. (Emphasis added) 

The USOA requires that depreciation expense be calculated using the "straighl line method" 

over the "service life." 

Under "Depreciation Accounting", the USOA requires that: 

. ..the loss in service value of the property . . .be.. . distributed under the straight-line 
method during the service life of the property." (Emphasis added, §32.2000(g)( 1)) 

That service life ends when the investment. is "withbwn from service". (USO-% Part 

32.2000(d)) 

The required "straight-line method" means: 

The straight line method distributes the cost of property in equal annual amounts, as 
nearly as is practieable, over its life. This includes?& "average service life" and 
"remaining life" procedures. l 4  

Mr. Wu's claim that proper depreciation rates should be calculated over a life that is shorter than 

the "service life" violates the applicable depreciation standards. 

28 Q. h4R. WU CLAIMS THAT MONITORING THE RETIREMENTS IS NOT -4 lT--q>- OF 

29 MONITORING THE ACTUAL LEVEL OF "MODERNIZATION."" IS TKqT -4 VALID 

I 30 ARGUMENT? 
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A. No. Modernization is the replacement of existing equipment with new equipment. Such 

replacement involves the retirement of existing equipment. Therefore, this is a valid way to 

monitor modernization. In h s  Rebuttal, Mr. Wu acknowledges that the Compaq- must invest in 

new equipment in order to retire the existing equipment. l 6  

As previously discussed, the depreciation calculations assume a specific pattern of future 

retirements. Therefore, Qwest's retirement performance can be compared to what was 

specifically expected when calculating the depreciation parameters. However, the depreciation 

calculations do not assume a specific dollar amount of future new investments. Therefore, new 

investments are not a standard that can be used to determine whether or not Qu-est is complying 

with what was expected when the depreciation parameters were set. 

In addition, it would not be appropriate to require a certain dollar amount of new investment, 

because that might encourage the Company to "gold plate" new investments 

Q. MR. WU STATES, 

Let's assume fiber was placed next to a working 100 pair copper cable. -4s customers are 
migrated from copper to fiber, there are fewer and fewer working pairs operating over the 
copper. l 7  

IS THIS "DECLPXNG USAGE" CLAIM TRUE? 

A. No. The number of metallic pairs working in 1999 was the highest of any year in history. As 

Public Utility DeDrecianon Practices, page 17, Compiled and Edited by Staff Subcommittee on Dcpreciation of 
the NARUC Finance and Technology Committee of the National Association of Regulatory Utiht) Commissioners. 
l5 Page 7 ,  Wu Reburil.  

Page 7 ,  Wu Rebunal. 
Page IO, lines 15-17. Wu Rebuttal. 
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shown on Schedule WDA-27, ARMIS data shows that in 1990, Qwest in Arizonz had I .9 million 

metallic pairs working. In 1999, it had 2.6 million metallic pairs working in -4rizona. Therefore, 

the basis for Mr. Wu's "declining usage" claim is simply false." In addition. a higher percent of 

the available melallic cable pairs are in use now. than in 1990. In 1990, 59% of @vest's copper 

pairs in Arizona were "working." In 1999, over 67% of Qwest's copper pairs in -&+zona were - 

"working", as is shown on Schedule MDA-27. 

Q. DID MR. W J  MISSTATE YOUR POSITION? 

A. Yes. Mr. Wu states, 

First, Mr. Dunkel recommends that Qwest's retirements of assets be monitored and that 
Qwest customers be credited if retirements do not equal the depreciation expense Qwest 
books each year." 

This is a misstatement of my testimony. In discovery, Staff asked Mr. Wu to provide a citation 

to my testimony that supported his characterization of my position. Mr. Wu \vas unable to do 

so.2o What I actually proposed was: 

1 propose that each year the actual retirements that USWC makes in Arizona be compared 
to the expected retirements that were incorporated in the approved depreciarion 

In several other instances, Mr. Wu again misconstrues my testimony. For example, he broadly 

asserts that "ratepayers pay rates for the use of assets that have already placed into 

implying that my testimony is inconsistent with this broad statement. This statemmt does not 

Information from the Depreciation case clearly demonstrates that the majority of the copper cabk  is used m the 
"distribution" pomon of the network. 

Page 6, lines 9- 12, Wu Rebuttal. 
*' Qwest response to Request WDA 34-005. 
" Page 8, lines 20-22, Dunkel Depreciation Direct. 
" Page 6,lines19-20, Wu Rebuttal. 

18 

19 

10 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

conflict with anything in my testimony. The remaining lives used in my calculations are the 

remaining lives of the investment #at was "already placed in service" by the end of the test year. 

Q. WHAT DO YOU RECOMMEND ON THIS ISSUE? 

A. In the Depreciation proceeding, the Commissioners were interested in assuring in this case that 

Qwest would actually make the modernizations that were assumed in the depreciation rates.23 

Those depreciation rates were calculated assuming a very high rate of future modernization by 

Qwest in Arizona. When the rates from this case go into effect, customers will be paying 

approximately $10 per line per month for intrastate depreciation expense. Mr. Wu's proposal 

that Qwest not be accountable to actually make the modernizations that the Commission 

approved depreciation parameters expected them to make (and which Anzona customers will be 

paying for in their rates), should be rejected. 

I recommend the Commission adopt the Modernization Accountability Credit presented in my 

Direct Depreciation testimony. Mr. Wu's claim that retirements are not used in the calculation of 

depreciation rates is simply false. His claim that the number of pairs in the metallic cables that 

are actually being used is declining is also false. 

C. TEST YEMX DEPRECIATION EXPENSE 

Q. IN YOUR DIRECT TESTIMONY, YOU DEMONSTRATED THAT MR. WL' HAD USED 

THE 1/1/97 RESERVE PERCENT IN CALCULATING WHAT HE PRESEXTED AS THE 

23 Tr. 46-47 and 52. .4pril25,2000 Open Meeting. 
11 
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CHANGE JN THE TEST \TAU DEPRECLATION EXPENSE. YOU PROPOSED THAT 

INSTEAD THE TEST YEAR DEPRECIATION EXPENSE SHOULD BE CALCULATED BY 

APPLYING THE ACC APPROVED PARAMETERS TO THE TEST YEAR 12 '3 1/99 BOOK 

RESERVE AhD INVESTMENT FIGURES. HOW' DID MR. WU RESPOh'D TO THAT 

ISSUE? 

A. Mr. Wu provided a new schedule on which he did correct the above-referenced error. Rebuttal 

Exhibits KDW-1 and Exhibit KDW-2 do show the depreciation rates that Mr. JT-u has calculated 

by applying the ACC approved depreciation parameters to the 12/31/99 "per book" investments 

and reserves. For the majority of these accounts, the depreciation rates that Mr. Wu has now 

calculated are identical to the depreciation rates that I had calculated based upon the updated test 

year. This can be seen by comparing Column L of Schedule WDA-6, page 1 attached to my 

Direct Depreciation testimony to Column E of Rebuttal Exhibit KDW-1. 

However, his revised schedule contains a new problem. The major difference benveen Mr. Wu's 

Rebuttal Exhibits KDW-I and KDW-2 calculation and my Schedule WDA-6 calculation, is in 

the treatment of the Analog Switching Equipment account. In his Rebuttal testimony, Mr. Wu's 

annual depreciation accrual for this Account is $63 rniIIi0n,2~ which is $45 million more than his 

original proposal for this Account. 

24 Rebuttal Exhibit KDW-1, Column E. 
12 
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Q 

A. 

D. M R  UZ' DID NOT USE THE ACC APPROVED DEPRECIATIOS 
PARAMETERS FOR THE ANALOG SWITCHING OR COMP-k317 
COMMUNCATIONS ACCOUNTS 

WERE THE DEPRECIATION RATE AND EXPENSE THAT MR. WU INCLUDES IhT HIS 

REBUTTAL, EXHIBITS KDW-1 AND KDW-2 CALCULATED BASED LPON THE 

COMMISSION APPROVED PARAMETERS FOR THE A N L O G  SWITCHISG 

EQUIPMENT ACCOUNT? 

No. The Commission approved average year of final retirement for t h s  Account is 2000.0, as 

Mr. Wu was well aware. If you look at Mr. Wu's Direct testimony, Exhibit KDW- 1. page 6, you 

will see that Mr. Wu was aware that the Commission approved average year of final retirement 

for this Account is 2000.0. 

However, in his new calculation, Mr. Wu did not use 2000.0. Instead, Mr. U'u created his own 

average year of final retirement of 2000.5, and that is what he used in his rebuttal calculations for 

the Analog Switching Equipment account. 

Attached as Schedule WDA-28 is a copy of the Qwest provided workpaper which supports Mr. 

Wu's Rebuttal Exhibits KDW-I and KDW-2 for Analog Switching Equipment." As can be seen 

near the top of pase 4 of this Schedule, Mr. Wu used an average year of final retirement (AYFR) 

of 2000.5.26 That is not the Commission approved AYFR. 

'* The attached Schedule shows the workpapers for the Analog Switching Equipment accouni Tine response also 
contained workpapers for other accounts, as well. 
2b I added the box around that figure for emphasis. 
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- 3 

3 A. This account is a dying account. By the time ths  case goes to the Commission. there will be no 

4 investments in this account. The last switch in this -4ccount is scheduled to retire in October, 

5 2000, only one month from 

6 

Q. WHAT IS OCCURRING IN THE ANALOG SWITCHING ACCOUNT THAT IS DIFFERENT 

FROM AXY OTHER ACCOUNT? 

7 

8 

In addition, the Cbmpany's retirement schedule is now different than had been filed in the 

Depreciation case. Among other factors, this different retirement schedule will result in some of 

9 

* 10 

11 

12 

the investments in this Account not being fully depreciated by the time the last in\-estments in the 

Account are retired. According to the Company's new schedule, the last investment in this 

Account will retire in October, 2000.28 The retirement schedule that was utilized in the 

Depreciation proceeding, did not project that the last investment in this Account Lvould retire 

13 until the year 2004.29 Since the last retirement in this Account has been moved forward by four 

14 years, there is now less remaining life over which to depreciate the investment, xvnich will result 

15 in a deficiency occurring. The question is how to treat that deficiency. 

16 

17 Q. WHAT DOES M R .  WU'S PROPOSAL FOR THE ANALOG SWITCHING ACCOUNT 

18 EFFECTIVELY DO? 

19 A. The undepreciated intrastate investment in this Account at the end of 1999 was 563,170,000. 

20 This is calculated as follows: 

2' Qwest response to Request WDA 34-018. 
Qwest response to Request WDA 34-018. 

29 Page 9, Qwest's 1997 State Depreciation Rate Study-Arizona, Analog Switching Equipment Account 221 1, 
Docket No. T-0 105 1 B-97-0689. 
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12/3 1 /99 investment 

Undepreciated investment $ 63,170(000) 

$1 10,824(000) (Rebuttal Exhibit KDW-1, C o l m  -4) 
12/3 1 /99 reserve3' - 47,654(000) 

As can be seen from Rebuttal Exhibit KDW-1, $63,170(000) is the depreciation accrual for this 

Account that Mr. Wu proposes to be recovered in one year. Mr. Wu has adjusted the AYFR 

figure so as to effectively propose recovering the full undepreciated amounts that remain in this 

Account as of 1213 1/99 over only a one year period. Of course, the one year period for which 

Mr. Wu proposes to make this huge recovery is the one year that the Company xvould use to 

calculate the "typical" depreciation expense to be incorporated in the customers' rates, Those 

customers' rates will be in effect for many years into the future, and it would be unfair to build in 

this sort of huge expense when it is not at all representative of normal expense levels. 

14 Q. WHAT TREATMENT DO YOU RECOMMEND FOR THIS DEFICIENCY? 

15 A. The proper treatment for this undepreciated amount is to amortize it over a reasoni,,; period. I 

16 recommend that the deficiency which exists in this Account be amortized at the rate of $1.5 

17 million per month, which is $18 million per year. Qwest would continue to book that 

18 amortization until the full amount of the deficiency had been recovered. The exact period Over 

19 which that amortization would be booked would depend upon what specific deficiency was left 

20 after the last switch is retired, but that amortization period would be approximately three years.31 

21 Amortization over a reasonable period is appropriate. This deficiency was not created in one 

22 year, and should not be recovered in one year. 

30 $1 10,824,000 x 43% = $47,654,000. 43% is from Rebuttal Exhibit KDW-2. 
The undepreciated mtrastate amount at the end of 12/31/93 was $63,170,000. If this was the 6eIiciency that 

existed at the time the last switch was retired, then the amortization I propose would recover thar deiiciency in three 
and one-half years. However, there are depreciation accruals occurnng in the year 2000. Tha: a* reduce the 

31 
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To arbitrarily assign all of the recovery of that deficiency to just a one year period is 

inappropriate, and over-burdens the claimed expense during that one year period. These are not 

costs that were all actually incurred in that one year period. Therefore, those costs should be 

amortized over a several year period. Arbitrarily assigning all of these costs to just that one year 

period overstates the actual cost of service during that period. 32 

Amortizing an unusual reserve amount over several years is a well recognized and accepted 

procedure. For example, in ACC Docket No. U-1345-86-062/85-367 (Decision KO. 5593 I), the 

Commission amortized certain excess deferred income tax reserve over a five year period. 

Q. CAN YOU DEMONSTRATE THE ABSURDITY OF SETTING CUSTOMER R4TES BASED 

ON $63 MILLION RECOVERY OF THE ANALOG SWITCHING DEFICIEXC\- IN ONE 

YEAR? 

A. Yes. It is reasonable to expect the customers' rates set in this case will be in effect for several 

years." Under Mr. Wu's Rebuttal proposal, the customers' rates would be set to include $62.3 

million in annual depreciation expense for the Analog Switching Equipment. Hox-ever, that is 

not a true one year expense, nor is it typical. The intrastate depreciation rates that Qwest actually 

booked for this Account in 1999 was less than $10 million. The intrastate depreciation accruals 

deficiency beiow the S63,170,000 level. Therefore, the amortization would actually apply for less -;nan three and 
one-half years. 
32 Prior to filing my Direct testimony, I looked at what had been occumng in this Account, and had determined &at 
the $17,953,000 annual depreciation expense that Mr. Wu had included in his original testimony for this Account 
was a reasonable ii-pxe that reflected a reasonable annual recovery of the investment in this Account) and adopted it, 
as shown on Schedule U'DA-6, page I .  My original conclusion is valid. 
33 Even if an alternative regulatory structure is established, those structures normally use the "going in" rates as the 
starting point. Those going in rates may be adjusted up or down based upon productivity and infiation factors, but 
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7 several year period. 

8 

9 Q. IN ADDITION TO DISCUSSING THE ANALOG SWITCHING ACCOUNT. 3fR. WU 

10 

11 

12 A. No. "Rounding" the way Mr. Wu proposes actually slightly increases the depreciation accruals 

for this Account that Qwest will actually book in the year 2000 will be less t h a  S 0 m i l l i ~ n . ' ~  

The depreciation expense for this Account that @est will book in future years &E: 2000, will 

be zero if Mr. Wu's proposal is adopted. (After the year 2000, there will be no in\-esment in this 

account to which a depreciation rate would apply.) Amortizing thls amount at S 1 E million per 

year over a several year period is a more reasonable treatment, and recognizes thar this expense 

was actually incurred over a several year period, and therefore should be amortized over a 

DISAGREES WITH HOW YOU "ROUNDED" CERTAIN NUMBERS, Al\iD H014' YOU 

"COMPOSITED" CERTAIN ACCOUNTS.35 ARE ANY OF THESE ISSUES SIGXFICANT? 

13 

14 

15 

16 issues. 

17 

18 Q. IS MR. WU'S TREATMENT OF COhlPANY C O M ~ N C A T I O N S  E Q U I P m h T  

19 

over my figure. Adopting Mr. Wu's position on these "rounding" and "composited" issues 

increases the intrastate annual accrual by approximately $100,000. On Scheduie J-DA-29, I 

have adopted Mr. Wuk proposed "rounding" and "composited" methods, so these zre no longer 

CONSISTENT WITH THE ACC ORDER? 

the going in rate continues to influence the actual rates for many years in the future. 
34 Qwest is currently booking a 16.2% depreciation rate for this Account, which produces an annu l  dzpreciation 

This produces less than $10 million of depreciation accrual, and the expense will actually bc much less than that 
because the investment will decline over the year. 
3s Page 11, line 20 through page 12, line 4, Wu Rebuttal. Qwest response to Request WDA 34-or39. 

, rate of less than $10 million. When applied to the investment at the start of the year (Rebuttal Exhibit KDW-1). 
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A. No. For this accoun1. the depreciation rates that Mr. Wu proposes in his Direct and Rebuttal 

testimonies, were not calculated using the Commission approved "projection life'' parameters. 

The depreciation rate that Qwest is currently boohng also does not apply the Commission- 

approved "projection life'' parameter to this Account. In its Decision No. 61645, Finding of Fact 

21 states: 

Staffs inputs concerning projection life, survivor curves and salvage parameters are 
appropriate and should be utilized with the ELG approach. 

The Commission adopted the parameters that had been proposed by Staff.36 Therefore, the 

Commission adopted the projection life and other parameters for this Account that had been 

presented by Staff witness Dr. Le. In his July, 1998 Direct testimony, Appendix A, and his 

April, 1999 Supplemental Schedule 12, Dr. Le had recommended an average projection life of 

8.5 years for Account 2123.2. However, when Qwest filed the depreciation rates it was currently 

booking, Qwest used a projection life of 8.3 years for this Account. Soon after the Company 

started booking these new depreciation rates, Staff informed Qwest that the projection life Qwest 

was using for this Account was inconsistent with the ACC Order. However, Qxest did not 

correct those rates. The depreciation rates that Mr. Wu advocates in his Direct testimony are also 

calculated utilizing the 8.3 year projection life which is inconsistent with the Commission 

Order.37 The revised depreciation rates that Mr. Wu presented in his Rebuttal testimony also 

improperly utilize the 8.3 year projection life. 

36 The Order identified seven accounts for additional analysis. Company Communications Equipment Account was 
not one of those seven accounts. 
37 Exhibit KDW- 1; pege 6, Wu Direct. 
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In addition, Mr. \Vu indicated that one of the errors he alleges exists in my depreciaiion rates is 

that I calculated the remaining life for this Account using the Commission approved parxneter of 

8.5 years instead of using the 8.3 year projection iife that Qwest is improperly ~ t i Ik ing .~*  

When I first noticed this problem many months ago, I first assumed the Cornpan>- simply had a 

typographical error. However, Mr. Wu has now repeatedly utilized this incorrect projection life. 

Mr. Wu's allegation, in his Rebuttal testimony and the supporting discovery responses, that my 

remaining life calculation is in error because I used the Commission approved 8.5 year 

projection life, is invalid. 

10 

11 Q. IS THERE ANY ADDITIONAL ERROR IN MR. W S  REVISED DEPRECL4TION RATE 

12 CHANGE IMPACT ON REBUTTAL EXHIBIT KDW-l? 

13 A. Yes. Mr. Wu shows an increase of $575,000 for Public Telephone Terminal Equipment, . 

14 Account 235 1. However, as Mr. Wu acknowledged in discovery, the investment in this account 

15 is deregulated, and: 

16 
17 
18 

Public Telephone Terminal Equipment should not have a depreciation accrual change 
shown in the last column of Rebuttal Exhibit KDW-1. This reduces the toral by $575K.39 

19 E. RECOMMENDED DEPRECIATION AND AMORTIZATION 

20 

21 Q. WHEN THE DEPRECIATION AND AMORTIZATION IS PROPEIUY CALCLLATED, 

22 WHAT IS THE CHANGE IN ANNUAL EXPENSE THAT RESULTS FROM TIHE CHANGE 

23 IN RATES? 

~~ 

38 Qwest response to Request WDA 34-009. 
19 



1 

2 

3 

A. As shown on Schedule WDA-29, the change in depreciation accruals which results from the 

change in depreciation rates is $68,409,000. This compares to **$ 

originally contained on Schedule WDA-6, page 1 of my Direct. This is a change of 

.** thar was 

4 approximately **S ** 40 

5 

6 Q. WHAT DO YOU RECOMMEND? 

7 A. I recommend that the depreciation rates and amortization shown on Schedule UBA-29 be 

8 

9 

10 

I 1  

12 

13 

14 111. RESPONSE TO M R  LEE'S TESTIMONY ON BEHALF OF 
15 THE DEPARTMENT OF DEFENSE 

16 

17 Q. IN HIS REBUTTAL, MR. WU GROUPS YOUR PROPOSAL PERTAINING TO 

adopted. These rates are proper. They are calculated by applying the Commission-approved 

depreciation parameters to the test year (12/31/99) reserve and investment levels. For the 

Account that will soon be dead, Analog Switchmg Equipment, this proposal includes a 

reasonable amortization of the deficiency of $18 million per year, which will amortize the 

deficiency over approximately a three year period. 

18 

19 

DEPRECIATION WITH MR. LEE'S.41 IS YOUR PROPOSAL PERTAINTKG TO THE 

DEPRECIATION EXPENSE CALCULATION SIMILAR TO MR. LEE'S? 

Qwest response to Request WDA 34-013C. 
In addition, as discussed in my Direct testimony, there is also an adjustment that moves thc depreciation expense 

39 

40 

from the mid-year to the end-of-year investment that adds approximately another S 10 million to the mtrastate 
depreciation expense adjustment. (Schedule WDA-9) This is not changed by any of the aboT t 

Page i, Wu Rebuttal. 41 
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,4. No. My proposal is very different from Mr. Lee's proposal. Mr. Lee's proposal includes 

adjusting the 12'3 1/99 book depreciation reserve to what the reserve would ha\-e been had the 

revised depreciation rates gone into effect 1/1/97.42 

The depreciation rates Staff has proposed are calculated by applying the Commission approved 

depreciation parameters to the 120 1/99 "per book" investments and depreciation reserves, as 

those reserves appear on the books of Qwest. Staff did not adjust the "per book" reserve Ievels 

to what that number would have been had Qwest been booking intrastate depreciation rates 

different from those it was actually booking. The depreciation reserve levels used in Staffs 

calculation are the actual 12/3 1 /99 intrastate depreciation reserve levels of Qwest, as those 

figures actually appear on their books. Staff does not propose assuming the depreciation rates 

commence accruing anytime prior to the time they actually commenced accruing. Therefore, 

Mr. Wu's response to Mr. Lee's testimony does not respond to Staffs proposal. 

IV. RATE DESIGN 

Q. WHAT WAS QXTST'S RESPONSE TO THE STAFF'S CONTRIBUTION AYALYSIS? 

A. Qwest's entire rebuttal to the Staffs contribution analysis is found on page 19 of Mr. Teitzel's 

Rebuttal testimony. Mr. Teitzel only argues that since Staffs contribution analysis treats the 

loop as a shared facility, the Staffs contribution analysis is invalid. The corollary to this 

argument is if the loop facility is a shared facility, Staff's contribution analysis is valid. As 

discussed in my Rate Design Direct, that analysis showed that the revenues for 1FR service were 

Page 13, lines 7-9, Lee Direct, Ju!y 25, 2000. Also see Column E, Attachment 1, page 1. 42 
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geatly exceeding its properly calculated TSLRIC. That analysis also showed ti-12; residential 

basic exchange service currently contributed more towards the recovery ofjoint shared, and 

common costs of providing telecommunications services in Arizona than does toll. switched 

access, or even vertical service. 

A. THE LOOP IS A SHARED FACILITY 

4 

Q. ON PAGE 16 OF HIS REBUTTAL,, DR. TAYLOR REFERS TO YOUR DETERMINATION 

THAT THE LOOP IS A SHARED FACILITY WHEN HE STATES "MR. DCIXEL'S 

CONCLUSION IS CONTRARY TO SOUND ECONOMIC PRINCIPLES G\D BASED ON A 

MISUNDERSTANDNG OF ECONOMIC COSTS AND THE COST RECO\.TRY 

PROCESS." IS THERE ANYTHING IRONIC ABOUT DR. TAYLOR'S STATEMENT? 

A. Yes. The irony lies in the fact that Dr. Taylor's conclusion that the loop faciliv is not a shared 

facility is based upon Dr. Taylor's misunderstanding of the way the telecommunications network 

is engineered. The fact of the matter is that the telecommunications network is engineered such 

that a number of different services share and depend upon the loop facilities. Even if any one of 

the services that depends upon the loop facilities is discontinued or eliminated kom the network, 

while Qwest continues to provide all other services that depend upon the loop facilities, the loop 

facilities would still be required. 

For example, if Qwest were to discontinue or eliminate basic exchange service, while it 

continued to provide toll, switched access and vertical services, the loop facilities would still be 

required because a loop facility is necessary to provide toll, switched access and x-crtical 

22 
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services. In my Direct Testimony Exhibit WD.4-17, I graphically depicted the nen\.ork facilities 

that are required to provide Toll, Vertical Services, Switched Access, Basic Local Service and 

ADSL high-speed internet services. As ths Schedule demonstrates, all of these senices require 

the loop facilities. If any one of these services are eliminated, while the rest of the services 

continue to be provided, the loop facilities would continue to be required. This is an engineering 

fact. The telecommunications network is engineered such that none of these sen-ices can be 

provided without a loop facility. There are no economic principles or theories that can explain 

away the fact that some loop facility is required to provide all of these services. 

10 Q. ON PAGE 16 OF HIS REBUTTAL, DR. TAYLOR CLAIMS THAT YOUR POSITION THAT 

11 

12 

THE LOOP IS A SHARED FACILITY THAT SHOULD NOT BE INCLUDED IX THE 

TSLRIC OF BASIC EXCHANGE SERVICE, OR ANY OTHER SERVICE m4T SHARES 

13 THE LOOP FACILITY, "HAS BEEN THOROUGHLY DISCREDITED mT THE 

14 ECONOMICS LITERATURE." WHAT "ECONOMICS LITERATURE" DOES DR. TAYLOR 

15 REFER TO? 

16 A. The "economics literature" that Dr. Taylor refers to were two articles that were authored by Dr. 

17 

18 

19 

Taylor or other individuals who are well known for their work as witnesses who testify of behalf 

of telephone companies. All authors of the two articles he referenced are also currently, or have 

been, associated with Dr. Taylor's firm.43 

20 

In Footnote 15 on page 16 of his Rebuttal, Dr. Taylor refers to two articles. One article was ccj-authored by A.E. 
Kahn, who is well known for testifying on behalf of LECs and was a special consultant to the fm that Dr. Taylor 
works for National Economic Research Associates, Inc. (NERA) at the time the article was publisned and William 
Shew, who was the \.-ice-President of NERA at the time the referenced article was published. Tne other article was 
authored by Dr. Taylor himself. 

23 
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Q 

A. 

In contrast, I have supported my view of the loop facilities as shared facilities. b?. :iring 

numerous regulatory authorities. On pages 49-55 of my Direct Testimony in t h i s  proceeding, I 

provided citations to the Supreme Court, the FCC, the Joint Board, the orders of the commissions 

in a number of other states and NARUC, which all support my view that the loop is indeed a 

shared facility. 

DID YOU RJ2LY UPON “SOUND ECONOMIC PRINCIPLES” WHEN YOU .WWE YOUR 

DETERMINATION THAT THE LOOP FACILITY SHOULD NOT BE INCLLDED IN THE 

TSLRIC OF BASIC EXCHANGE SERVICE? 

Yes, as was discussed in the Direct testimony filed by Thomas Regan. In fact, I relied upon the 

exact same economic principles that Qwest claims to rely upon (but misapplies) n-hen 

calculating the TSLRIC of basic exchange service. The Qwest cost studies state the following: 

Total Direct Costs - Total Direct cost is the total forward-looking direct cost of 
providing a product or service to the total universe of U S WEST custom=. It most 
closely reflects the cost of replacing all the facilities directly required to provide that 
product or service. It does not include costs that are required but which also benefit the 
provision of other products and services. It reflects the forward-looking cost of the entire 
service provided in the most efficient manner, holding constant the production of all other 
services produced by the firm. This cost has frequently been referred to as TSLRIC.44 
(Emphasis added) 

As I pointed out on page 38 of my Rate Design Direct Testimony, Qwest defines TSLRIC as the 

following: 

The TSLRIC studies identify the total cost of offering the service - defined x the total 
costs incurred by U S WEST while offering the service, less the total costs :hat would be 
incurred by U S WEST if the service were not ~ffered.~’  (Emphasis added) 

Thompson Direct, Exhibit JLT-1, page 7. 
Thompson Direct Testimony, page 4, line 23. 

44 

45 
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Using Qwest's claimed definition of TSLRIC above. the TSLRIC is found by idsnrifiing the 

difference between "the total costs incurred by V S WEST while offering the sen-ice" and "the 

total costs that would be incurred by U S WEST if the service were not offered." 

The "total costs incurred by U S WEST" while offering basic exchange service. toll. switched 

access, vertical services, etc., would include the loop facility costs. Likewise, the "total costs 

that would be incurred by U S WEST" if basic exchange service were not offered (\yhile 

continuing to provide toll, switched access, vertical services, etc.) would also include the loop 

facility costs. Eliminating basic exchange service while continuing to provide toll. switched 

access, and vertical services, would not eliminate the cost of the loop. A facility of some type to 

deliver traffic to and from the premise (the loop) would be required even if basic exchange 

service was not provided, while the other services were provided. Therefore, even relying upon 

Qwest's own definition of TSLRIC, the loop facility costs are not properly included in the 

TSLRIC of basic exchange service. 

In order to determine what costs would be incurred under these two scenarios, you must properly 

recognize how the telecommunications network is engineered, and what facilities xvould continue 

to be required if a particular service is no longer offered, while continuing to provide all other 

services. This is where Dr. Taylor makes his critical error. Dr. Taylor fails to properly 

recognize that loop facilities would be required to provide toll, switched access, vertical services 

and the other sen-ices that share the loop facilities, even if basic exchange sen-ice n-ere to be 

discontinued or eliminated. It is an undeniable physical fact that a loop facility would be 
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required to provide toll, switched access, vertical services and other services. ever, if basic 

exchange service were not provided. 

Q. ON PAGE 17 OF HIS REBUTTAL, DR. TAYLOR ARGUES THAT THE FUKD-WENTAL 

PRINCIPLE €€E RELIES UPON TO FORM HIS CONCLUSION ABOUT HOU- THE COST 

OF THE LOOP SHOULD BE ASSIGNED IS "COST CAUSATION." C m  YOU PROVE 

THAT THE LOOP FACILITY COSTS ARE NOT SOLELY "CAUSED BY" BASIC 

EXCHANGE SERVICE? 

A. Yes. In discovery, Qwest admitted that if a certain cost is not avoided when a sen ice  is 

eliminated or discontinued, while continuing to provide all other services, that cost is not 

considered to be "caused" by the provision of the service in question. The relevant data request 

and Qwest's response are as follows: 

Data Request WD,4 2-7 (b): 

Request: Is it a correct statement that if a company does not avoid certain CQSLS in the long 
run when a service in question is eliminated (or not offered), while holding 
constant the production of all other services produced by the Company, those 
costs which are not eliminated if the service in question is eliminated are not 
properly considered to be "caused" by the provision of the service in question? 

Response: Generally, yes. 

As discussed above, the loop facilities would continue to be required to provide toll, switched 

access, vertical services and other services, even if basic exchange service were not provided. 

Therefore, since the loop cost would not be eliminated if basic exchange service \yzre eliminated, 

while holding constant the production of all other services produced by Qwest, the loop facility 

costs cannot pcssible be considered to be "caused" by the provision of basic exchange service. 
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This determination is based upon the principle that Qwest admitted it agrees with, as 

demonstrated abm-e. 

3 

Q. ON PAGE 22 OF HIS REBUTTAL, DR TAYLOR STATES: 4 

If Qwest were to decide to cease the supply of all services except for basic exchange 
service, it would not avoid the cost of the loop. But, if it decided to withdraw only its 
basic exchange service - specifically, the network access part - and kept all the other 
services, then it would definitely avoid the cost of the loop, just as long distance carriers, 
alarm companies, and other enhanced service providers do. 

5 
6 
7 
8 
9 

10 
11 WHAT IS WRONG WITH DR. TAYLOR'S ASSESSMENT OF THE LOOP COSTS IN THE 

ABOVE REFERENCED STATEMENT? 12 

A. Long distance carriers, alarm companies, and enhanced service providers do utilize the loop. 13 

They do need a loop in order to provide their services. If an alarm company does not build its 14 

own loop, it "rents" a loop from the LF.C. In order to provide its alarm services, the alarm 15 

company does incur the cost of the The cost of the loop exists whether they are the cost 16 

of "ownership" or the cost of "rental." Likewise, if to12 carriers do not build their own loops, 17 

then they rent the loop facilities from an LEC or CLEC. Again, to provide toll service, loop 18 

19 facilities are required. If an LEC or alarm company rents a loop to provide long distance or 

alarm services, that loop "rental" is part of the cost of providing those services. Quite simply, if 20 

21 a company attempted to provide toll service without any facility that would connect traffic to and 

from the customer premises, that toll service would not work.47 The IXCs do not get to use 22 

"Private line" alarm services are different than toll, basic exchange, and vertical services, since "private line" 46 

alarm services generally do not share the "switched" loop, but instead may utilize a dedicated private line. However, 
some alarm services (such as those that use a "dialer" to call in the event of an emergency), may use the "switched" 
loop. The shared loops discussed in my testimony are the "switched" loops, not the dedicated "private line" loops. 
The "switched" loops a e  sometimes referred to as "common lines." 

Even if radio facilines were used, transmission towers, a radio receiver and transmitter at the customer premises 
would be required. (1.e. wireless loop) There is no "free" technology that allows connection of telecommunicatjons 
traffic to and from customer premises. 
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Qwest's loops for intrastate services free in Arizona, nor should they. As discussed above, the 

telecommunications network is engineered such that a loop facility is required to provide toll, 

switched access, vertical services and other services. Therefore, Dr. Taylor does not explain how 

Qwest will be able to provide these other services (&at depend upon the loop facilities) without 

the loop facilities. It is a simple physical fact that if a toll call is going to get to a customer 

premises, there must be some facility to get the toll call there. 

Q. IN ANOTHER STATE, DID DR. TAYLOR ADMIT THAT THE LOOP WOULD STILL BE 

REQUIRED TO PROVIDE TOLL SERVICE, EVEN IF QWEST CEASED TO PROVIDE 

BASIC EXCHANGE SERVICE? 

A. Yes. In New Mexico Utility Case No. 3008, which is a general rate case of Qwest, Dr. Taylor 

specifically admitted that the loop facilities would continue to be required to provide toll, even if 

Qwest ceased to provide basic exchange service. Dr. Taylor stated as follows: 

If U S WEST ceased the supply of all services - including the network access (or loop) 
portion of basic exchange service - but continued to provide toll service, then a 
replacement loop facility would be needed to transmit toll messages to and from the end- 
user. Whether it is used to carry basic exchange usage services or toll service, or both, 
the loop would still be needed to provide connectivity to the relevant n e h ~ o r k . ~ '  

As it is clear from his response referenced above, Dr. Taylor has recognized the fact that the loop 

would be needed to provide toll services, even if Qwest ceased to provide basic exchange 

service. The same principle applies to Qwest's toll services in Arizona. 

New Mexico Utility Case No. 3008, Qwest's response to Data Request PRC 32-145 (Respondent: Dr. Taylor). 48 
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1 Q. DESPITE THE FACT THAT HE RECOGhTZES THE FACT THAT THE LOOP FACILITY 

2 WOULD STILL BE REQUIRED TO PROVIDE OTHER SERVICES, EVEN If B-4SIC 

3 EXCHANGE SERVICE WERE NOT OFFERED, WHAT IS ONE WAY DR. TAILOR 

4 ATTEMPTS TO JUSTIFY ATTRIBUTING ALL OF THE LOOP COSTS TO BASIC 

5 EXCHANGE SERVICE? 

6 A. Dr. Taylor attempts to justify attributing all of the costs of the loop facility to basic exchange 

7 service by suggesting that basic exchange service is the only service that requires "network 

8 access." Dr. Taylor states: 

9 
10 
11 
12 
13 
14 
15 Q. IS DR. TAYLOR'S CLAIM THAT BASIC EXCHANGE SERVICE INCLUDES "NETWORK 

First, because residential basic exchange service is really an integrated offering of two 
distinct and separable services - non-usagesensitive network access and local usage - any 
withdrawal of that integrated service will mean that Qwest will avoid not just the cost of 
local usage service but also the network access service (the 

16 ACCESS" SUFFICIENT TO JUSTIFY ATTRIBUTING THE LOOP COSTS SOLELY TO 

17 BASIC EXCHANGE SERVICE? 

18 A. No. As discussed above, many services require access to the network in order to be provided. 

19 Toll, switched access, vertical services and ADSL high-speed internet access services aII require 

20 

21 

"network access." Without access to the loop facilities, the provision of these services would not 

be possible. Therefore, Dr. Taylor's assumption that basic exchange service is the only service 

22 

23 

24 

25 

requiring or providing 'lnetwork access" is simply wrong. For example, in order to deliver a toll 

call, the toll camer must gain "network access" to the loop facilities that are required to deliver 

the toll call. Even if there were no basic exchange service offered, a loop wouid be needed for 

other services, including toll, vertical services, ADSL high-speed Internet access service and 

Taylor Rebuttal, page 20, lines 17-2 1. 49 
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1 other services. Therefore, pointing out that basic exchange sewice requires access to the loop 

2 facilities does nothing to advance the flawed argument that the loop facilities costs should be 

3 considered solely a cost of basic exchange service. The simple fact is that many senrices in 

4 addition to basic exchange service require access to the shared loop facilities. 

5 

6 Q. IS THERE ANOTHER WAY THAT DR. TAYLOR ATTEMPTS TO JUSTIFY 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 
23 
24 

ATTIUBUTING ALL OF THE LOOP COSTS TO BASIC EXCHANGE SERVICE? 

A. Yes. Dr. Taylor offers another flawed attempt to justify his position. On page 2 1 of his 

Rebuttal, Dr. Taylor alleges that long distance carriers (IXCs) get to use the loop facilities owned 

by the LECs for free, therefore the IXCs are able to provide toll service and ayoid the cost of the 

loops. However. Dr. Taylor's claim is not true. As discussed in my Direct testimony, the IXCs 

must pay Qwest for sharing the common lines (loops) that Qwest owns, and the IXCs need to use 

to provide toll services to their end-users. Specifically, the IXCs pay Qwest an intrastate Carrier 

Common Line Charge (CCLC) to share the loop facilities owned by Qwest. 

switched access charge by which Qwest recovers a portion of the loop facilities costs from the 

IXCs. The specific name for the service from Qwest's tariff that the IXCs obtain in exchange 

for paying the CCLC is called "Carrier Common Line Access Service." This service is described 

in Qwest's tariff as follows: 

The CCLC is the 

3. 

3.1 GENERAL DESCRIPTION 

CARRIER COMMON LINE ACCESS SERVICE 

Carrier Common Line Access Service provides for the use of Company common lines by 
customers for access to end users to hmish intrastate telecommunications service. The 
Company will provide Carrier Common Line Access Service (Camer Common Line 
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Access) to customers in conjunction with Switched Access Service pro\ided in Section 6 
of this Tariff. 

In Arizona, the IXCs pay an average of **$ 

Qwest's loop facilities to provide intrastate toll services.50 The calculation of this fi-pre is shown 

on Schedule WDA-30. Therefore, Dr. Taylor's assumption that the IXCs get to use Qwest's loop 

facilities for free is false. The IXCs quite properly incur a cost to share the loop facilities owned 

by Qwest. 

** per-line per month for the CCLC to use 

Q. WOULD IT BE PROPER TO ALLOW THE IXCS TO SHARE THE LOOP F-4CILITIES FOR 

FREE? 

A. No. The result of such a decision would be to provide the toll carriers with a free ride on the 

loop facilities. Under such an arrangement, the other LECs' services would be forced to carry the 

burden of recovering all of the loop facilities costs. This would place a disproportionate share of 

the cost of the shared loop facility on the other services, including basic exchange services. 

A much more rational and reasonable arrangement would be to require the IXCs to contribute 

toward the recovery of the loop facilities that they share and depend upon. This is exactly the 

situation that currently exists in Arizona. The IXCs contribute ** 

toward the shared loop facilities costs. Sharing facilities is also a more efficient way than 

building separate facilities for each service. However, this efficiency can be created only if the 

services that share the facility also share the cost ofthe shared facility. All smices share a 

portion of the benefit that comes from sharing the facilities. Having more than one service share 

** per line: per-month 

31 



1 

3 
I 

3 

4 

5 

6 

7 

8 

9 

10 

11 
12 
13 
14 

15 

16 

17 

18 

19 

20 

21 

22 

Q- 

A. 

a facility, and therefore appropriately share both the benefits and the costs of that shared facility, 

is promoting efficiency. 

UNDER WHAT CIRCUMSTANCES MIGHT AN LEC BE WILLING TO GO ALONG WITH 

ALLOWING AN IXC TO SHARE THE LOOP FACILITIES FOR FREE? 

If the LEC had the benefit of a monopoly or near-monopoly service, the LEC could simply 

recover all of the costs of the shared loop facilities fkom its own end-users of those monopoly 

services, and be relatively neutral on the issue. In fact, in his Rebuttal in this proceeding, Mr. 

McIntyre responded to the concept of shifting revenue requirement from switched access rates, 

paid by carriers, to the end-users as part of their basic rates. Mr. McIntyre stated: 

Qwest would receive the revenue from a different source and therefore remain relatively 
neutral. * ' 

In addition, switched access service is one of the services that Qwest believes is a potentially 
WQ., 

competitive service. As discussed on page 3 of his Rebuttal, Mr. McIntyre points out that one of 

the reasons it wants to reduce switched access rates is to prevent "competitive bypass." 

Therefore, by supporting reduced switched access rates with monopoly service (i.e. basic 

exchange service) rate increases, Qwest can discourage competition for the access service (by 

making the service less profitable), and still 'Iremain relatively neutral" with respect to the total 

revenues it receives. 

''CCLC Revenues obtained from Qwest's Priceout, Section A3.8R divided by total lines in service. provided by 
Qwest in response to Data Request WDA 21-13, Attachment A. 
"McIntyre rebuttal, page 3, lines 15-16. 
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However, if the LEC did not have a monopoly service @e. the market were competitive for all 

services, including basic exchange service). the LEC would not have the abilih to recover all of 

the loop facility costs from its end-users. In a truly competitive market where all services are 

competitive, competition would prevent the LECs from over-burdening one class of customers. 

If one company attempted to over-recover shared costs from one service, customers of that 

service would go elsewhere. In competitive markets, there are no ''free rides". The "free ride" 

that some parties are proposing for the IXCs on the loop facilities could be supported only by 

extracting a disproportionate recovery of the cost of the shared fadities from the other services, 

1 

primarily basic exchange services. 

Q. BEGINNING ON PAGE 26, LINE 28 OF HIS REBUTTAL, DR. TAYLOR .4FtGLTS THAT 

SINCE THE LOOP FACILITIES COSTS ARE NON-TRAFFIC SENSITIVE, THE LOOP 

COSTS MUST BE RECOVERED FROM BASIC EXCHANGE SERVICE R4TES. c" DOES. 

THE FACT THAT THE LOOP COSTS ARE NON-TRAFFIC SENSITIVE MEL4Y THAT 

BASIC E X C a N G E  RATES MUST RECOVER ALL OF THE LOOP COSTS? 

16 A. No. Even if the loop facilities costs are non-traffic sensitive, this does not in any xvay implicate 

17 basic exchange service as the sole cause of the loop facility costs. A bill to recover a portion of 

18 the "fixed" costs could be sent to the IXCs just as easily as being sent to the end users. The 

19 "fixed" costs are a part of almost any business. For example, in a fast food restaurant, the "rent" 

20 may be a "fixed" cost that does not vary based upon the number of hamburgers and hot dogs 

21 sold. However, although the rent is a fixed cost, it is a cost that must be recovered. Therefore, 

22 

23 

the pricing of the hamburgers, hot dogs, and other products sold must be set so as to not only 

cover the incremental cost of those products, but also cover the "fixed rent" costs as well. 
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2 Q. HAS THE FCC SPECIFICALLY INDICATED THAT THE LOOP FACEIT\- COSTS 

3 CANNOT BE ALLOCATED ON THE BASIS OF COST CAUSATION? 

4 A. Yes. The FCC has specifically stated the following: 

5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 

By contrast, the costs of other facilities used for both interstate and intrastate traffic do 
not vary with the amount of traffic carried over the facilities, Le., the costs are non-traffic 
sensitive. These costs pose particularly difficult problems for the separations process: the 
costs of such facilities cannot be allocated on the basis of cost-causation principles 
because all of the facilities would be required even if they were used only to provide local 
service or only to provide interstate access. A significant illustration of this problem is 
allocating the cost of the local loop, which is needed both to provide local telephone 
service as well as to originate and terminate long distance calls. 

Q. WOULD IT BE POSSIBLE TO IMPLEMENT A PRICING POLICY WHERE THE LOOP 

16 FACILITY COSTS ARE RECOVERED THROUGH FLAT-RATED CHARGES FROM EACH 

I7 OF THE SERVICES THAT SHARE THE LOOP FACILITY? 

18 A. Yes. If Qwest's true concern was that the loop facility costs be recovered through flat-rated 

19 

20 

21 

22 

23 

24 the loop facilities. 

25 

26 Q. 

27 

28 

charges for the recovery of the loop facilities, rather than per-minute charges, Qwest could 

propose a fiat-rated monthly charge for each of the services that share the loop. Including the 

services to the IXCs, Staff is not proposing any such charge in this proceeding. However, if the 

concern truly was the "form" of the current billing to the IXCs, then it would be more reasonable 

to change the "form" of the billing to the IXCs, than it would be to give the IXCs a free ride on 

IN HIS REBUTTAL, MR. THOMPSON RAISES A NUMBER OF THE SAME ARGUMENTS 

THAT DR. TAYLOR RAISED IN HIS REBUTTAL REGARDING THE TREATMENT OF 

THE LOOP FACLLITY COSTS. DOES YOUR SURREBUTTAL RESPONSE TO DR. 
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-7 - 
3 A  

TAYLOR'S REBLTTAL SERVE AS APPROPRIATE REBUTTAL TO MR. THOMPSON'S 

REBUTTAL AS %%LL? 

Yes. Instead of repeating the same arguments in response to Mr. Thompson's Rebuttal, my 

Surrebuttal to the issues raised by Dr. Taylor serves as the appropriate response to a number of 

the same or similar arguments contained in Mr. Thompson's Rebuttal as well. 

7 Q. ON PAGE 14 OF HIS REBUTTAL, MR. THOMPSON ADMITS THAT PURSU_4NT TO THE 

8 SUPREME COURT'S DECISION AND THE FCC'S RULES, 25% OF THE LOOP 

9 FACILITIES COSTS ARE ALLOCATED TO THE INTERSTATE JURISDICTION. 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

HOWEVER. MR. THOMPSON CLAIMS THAT THIS ALLOCATION SHOULD NOT BE 

MADE WHEN CALCULATING THE TSLRIC COSTS OF INTRASTATE SER\.?CES. 

PLEASE RESPOXD. 

A. First of all, as discussed in both my Direct testimony and in this Surrebuttal testimony, the 

properly calculated TSLRIC costs do not include the loop facility costs. Therefore. there is no 

valid issue of "allocating" the loop cost with respect to any TSLRTC cost study. Secondly, if the 

rates for intrastate services are based upon costs that include 100% of the loop facility costs, the 

result will be a double recovery of the interstate portion of the loop facility costs. This is true 

because the 25% of the loop costs that is allocated to the interstate jurisdiction is recovered in 

interstate rates. 

There is no valid reason to consider 100% of the loop facility costs when analyzing the costs of 

intrastate services. Since 25% of the costs of the loop are allocated to the interstate jurisdiction, 

these costs do not even exist in the intrastate jurisdiction. Therefore, any measures of cost that 
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include 100% of the loop facility costs when only 75% of those costs even exist in the intrastate 

jurisdiction will provide an unnecessary and unreasonably distorted view of the intiastate costs 

of providing services. For these reasons Mr. Thompson's suggestion that 100% of the loop 

facilities be included in costs calculations of intrastate services (whether those costs are TSLNC 

or other costs) should be rejected. 

In addition, the intrastate portion of the loop facility costs (75% of the unseparated cost) is the 

8 portion of the loop costs that must be recovered in the intrastate rates from - all senices that share 

9 

10 

11 

the loop, not just - one of the intrastate services that share the loop (i.e. basic exchange service). 

As discussed in my Direct Testimony and in this Surrebuttal, there are a number of intrastate 

services that share the loop facilities, including toll, switched access, vertical senices, ADSL 

12 

13 

14 Q. ON PAGE 15 OF HIS REBUTTAL, MR. THOMPSON RESPONDS TO YOUR TESTIMONY 

15 

16 

17 

18 

19 

20 

21 

22 

23 joint costs." The IURC found that, 

services as well as basic exchange services. 

WHERE YOU LISTED A NUMBER OF COMMISSION ORDERS FROM VARIOUS 

STATES BY CLAIMING THAT "WITH ONE EXCEPTION, WERE ALL REXDERED 

PRIOR TO THE TELECOM ACT OF 1996". DID ANY OF THE COMMISSIOX ORDERS 

YOU REFERENCED DEAL DIRECTLY WITH THE TELECOM ACT OF 1996? 

A. Yes. One of the Commission orders I referenced was that of the Indiana Utility Regulatory 

Commission (KJRC), which is dated October 28, 1998. This Order specifically dealt with the 

TA96, and specifically found that assigning 100% of the loop cost to one senice would violate 

Section 254(k) of TA96. It found that the loop was "included in the definition of common and 
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For purposes of resolving 'takings' claims and 'a reasonable share of the joint and 
common costs of facilities used to provide those services,' the loop must. therefore, be 
included in the definition of common and ioint costs in order to determine confiscation 
claims and to be in compliance with the second sentence of Section 254%). We find that 
the direct assignment of 100% of the loop costs to any one service would be a violation 
of the second sentence of Section 254(k)." (Emphasis added) 

The Indiana Order specifically found that assigning 100% of the costs to any one service (which 

is what Qwest is proposing to do in this proceeding), is in direct violation of the TA96. 

In fact, TA96 added an additional requirement that specifically requires that the rates for 

universal service (which includes basic exchange service) may not include more than a 

reasonable share of the joint and common costs. 

(k) SUBSIDY OF COMPETITIVE SERVICES PROHIBITED.--A telecommunications carrier may 
not use services that are not competitive to subsidize services that are subject to 
competition. The Commission, with respect to interstate services, and the States, with 
respect to intrastate services, shall establish any necessary cost allocation rules, 
accounting safeguards, and guidelines to ensure that services included in the definition of 
universal service bear no more than a reasonable share of the joint and common costs of 
facilities used to provide those services. 

B. QWEST'S IDEA OF "ECONOMICALLY EFFICIENTff PRICING IS TO SHIFT 
THE BURDEN OF SHARED/JOINT/COMMON COST RECOVERY FROM 
COMPETITIVE SERVICES ONTO NON-COMPETITIVE SERVICES 

Q. ON PAGE 76 OF HIS REBUTTAL, DR. TAYLOR RECOMMENDS USING " R W S E Y  

PRICING" PFUNCIPLES TO GUIDE SERVICE RATES IN THIS PROCEEDNG. WHAT 

DOES THIS MEAN? 

~~ 

Indiana Utility Regulatory Commissi 52 

October 28, 1998. 
n Order, Cause No. 40785, Section V.(C) Common and Joint Costs, Issued 
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-4. Under Ramsey Pricing, those services with the most inelastic demand (Le. monopa!?. services) 

are forced to recover a greater share of the shared, joint and common costs of the Lm so that 

those services with more elastic demand (i.e. competitive services) contribute ve? iittle toward 

the shared, joint and common costs of the firm. As Dr. Taylor indicates in foomotc 68 on page 

76 of his Rebuttal, "The elasticity of demand measures how sensitive customers x e  to changes in 

prices." In general, if a service is "inelastic", that means that if you increase the rate for the 

service, the total revenue that you receive will increase. Monopoly services are generally more 

inelastic than competitive services. With competitive services, if the company raises prices, the 

customers can go elsewhere. However, if the company has monopoly powers, the customers 

cannot go elsewhere in response to a price increase. Well-known economist I4?lliam J. Baumol 

stated : 

Where scale economies are present, marginal cost pricing will, as we knou-. not cover 
total cost, and the Ramsey theorem suggests that the prices of products whose demands 
are particularly inelastic should then be raised most substantially above marginal costs. 
But, to paraphrase the comments of one federal administrative law judge whose decision 
dealt with the issue,53 this places the burden upon those customers who have no place else 
to go, whose demands are inelastic because they have no real alternative.'' (Emphasis 
added) 

Q. HAS THE FCC REJECTED THE USE OF RAMSEY PRICING PRINCIPLES? 

A. Yes. In its Local Competition Order, the FCC specifically addressed and rejected fne use of 

Ramsey Pricing principles when it stated: 

On the other hand, certain other allocation methods would not be reasonakJie. For 
example, we conclude that an allocation methodology that relies exclusively on allocating 
common costs in inverse proportion to the sensitivity of demand for \raiiol.s network 
elements may not be used. We conclude that such an allocation could unrzsonably limit 
the extent of entry into local exchange markets by allocating more costs tc. and thus 

s3See the decision of Judge Kraushaar in FCC Docket 19 129 Phase 11, August 2, 1976. 
W.J. Baumol, Superfaimess, Cambridge, MA: MIT Press, 1986, p.4. 54 
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3 - 
raising the prices of, the most critical bottleneck inputs, the demand for n.hich tends to be 
relatively inelastic. Such an allocation of these costs would undermine the pro- 
competitive objectives of the 1996 Act." 

"Ramsey Pricing" is simply a different name for the concept of charging customers higher rates 

whenever a company can do so, because it has monopoly power over them. Referring to those 

customers who simply have nowhere else to turn as more "inelastic" customers. instead of 

calling them "monopoly" customers does not change the concept. 

Q. WHAT IS WRONG WITH THE COMPANY CHARGING MORE WHERE IT X4S 

MONOPOLY POWER THAN IT WOULD CHARGE IF IT DID NOT HAVE A -MONOPOLY? 

A. This is an abuse of monopoly power, plain and simple. One of the primary reasons regulation of 

monopoly services exists is to prevent the companies from abusing that monopoly power. As I 

discussed in my Direct Testimony, in the old days prior to the regulation of the railroad industry, 

the three or four railroad companies would engage in cut-throat price competition for long haul 

routes where competition existed. At the same time, for short-hauled trips where shippers had no 

alternative, the railroads would jack up the rates to very high levels. 

pattern of rates is one thing that led to the establishment of the Interstate Commerce Commission 

to regulate the railroad industry.56 

This discriminatory 

Q. COULD YOE GIVE US SOME REAL WORLD EXAMPLES OF WHY ALLOIJTNG 

RAMSEY PRICING IS NOT IN THE PUBLIC INTEREST? 

- ~~ 

"FCC Local Competition Order, 96-325 at 7696. 
S6Dunkel Direct. page 6. 
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A. Yes. If there was only one taxicab around, and yau were in a hurry to make an important plane 

connection, or to go to the hospital to have a baby, that taxicab ride might cost you several 

hundred dollars under Ramsey pricing. Under Ramsey pricing, when a customer's demand is 

inelastic (or in other words when they have no choice), the price must be set high. 

As another example, if someone who was near death from lack of water stumbled in out of the 

desert into a convenience store that was the only possible source of water, the proper Ramsey 

pricing for a bottle of water (which normally retailed for $1 .OO) would be very high (Le. 

$100,000). That would be correct Ramsey pricing, because in this case the customefs demand 

would be highly inelastic, and Ramsey Pricing dictates that the more inelastic the demand, the 

higher the price. 

Ramsey pricing, in effect, says that companies should charge more to customers who have no 

choice. The more monopoly power that the company has over the customer, and the more the 

customer needs the service, the more the company should charge them. This same principle, 

throughout the decades, has gone by names other than Ramsey pricing. "Price gouging" and 

"abuse of monopoly power" are examples. 

It is well established that abuse of monopoly power, price gouging, and Ramsey Pricing, all of 

which are effectively the same thing, are contrary to the public interest. Therefore. this 

Commission should reject that concept. 

22 

23 

40 



I C. COMPETITIVE ZONES 

3 c 

3 Q. ON PAGE 10 OF HIS REBUTTAL, h4R. TEITZEL CLAIMS THAT QWEST'S 

4 COMPETITIVE ZONE PROPOSAL "COMPLIES COMPLETELY WITH COMMISSION 

5 RULES." DOES THE QWEST PROPOSAL COMPLY WITH ARTICLE 11. SECTION R14- 

6 2-1 108 (B) OF THE COMMISSION'S RULES? 

7 A. No. Under Mr. Teitzel's proposed "competitive zone" regulatory structure, the information that 

8 the Commission's rules require would not be required to classify a wire center as a "competitive 

9 zone." As discussed on page 14 of my Direct, under the Qwest proposal, any wire center where 

10 any competitor, including a reseller, is offering even one residential service would result in all 

11 residential services being classified as a "competitive zone." Under Qwest's proposal. Qwest 

12 would not be required to show any indications of market power, provide the estimated market 

13 

14 

15 

16 
17 
18 Q. ON PAGE 12 OF YOUR DIRECT, YOU POINTED OUT THAT MR. TEITZEL'S PROPOSAL 

share, provide a description of the general economic conditions in the relevant market that make 

the service competitive, or provide most of the other information that are properly required by 

the current Commission rules in order to determine if effective competition exists. 

19 ON PAGE 3 OF HIS REBUTTAL, MR. TEITZEL CLAIMS THAT PRICES FOR 

20 REGULATED SERVICES OUTSIDE OF "COMPETITIVE ZONES'' WILL C O h m  TO 

21 BE SET BY THE COMMISSION, THEREFORE QWEST WOULD NOT BE -&LOWED TO 

22 INCREASE RATES WHERE EFFECTIVE COMPETITION DOES NOT EXIST. WOULD 

23 QWEST'S "COMPETITIVE ZONE" PROPOSAL ALLOW QWEST TO INCREASE RATES 

24 WHERE EFFECTIVE COMPETITION DOES NOT EXIST? 

41 



1 

3 
L 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

A. Absolutely. The reason for this is simple - under Qwest's "competitive zone" proposal. effective 

competition need not exist in a wire center in order for it to be established as i! "competitive 

zone." As I discussed on pages 11-12 of my direct testimony in this proceeding. el-en if a 

competitor offers only one residential service in a wire center, then all of the residential services 

could be deemed competitive in that wire center, even if there is no competitor actually 

providing the other residential services in that wire center. Likewise, if a competitor offers even 

one business service in that zone, then all business services could be deemed Competitive in that 

zone. 

The Qwest "competitive zone" proposal is crafted such that all Qwest must do is demonstrate 

that at least one company is at least offering one service that is competing with a Qu-est service 

offering. After that, Qwest would be granted pricing flexibility on all services in that category 

(residential or business), even if there is no alternative provider even offering those other 

services. As discussed on page 14 of my direct testimony, no indication of market power, 

market share or other information that indicates effective competition actually exists, would be 

required. Quite simply, Qwest would be allowed to declare areas as "competitive" even where 

there was no effective price constraining competition. 

Q. ABOVE YOU INDICATED THAT QWEST'S "COMPETITIVE ZONE" PROPOS-4L IS 

WRITTEN SUCH THAT A COMPETITOR OFFERING A SINGLE SERVICE n- A WIRE 

CENTER COLLD POTENTIALLY TRIGGER THE ESTABLISHMENT OF THAT WIRE 

CENTER AS A "COMPETITIVE ZONE." DID QMEST RESPOND TO THIS CRITICISM IN 

ITS REBUTTAL TESTIMOM'? 
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A. Yes. Similar criticisms of the Qwest "competitive zone" proposal were advanced try a number of 

parties in this proceeding." In his Rebuttal, Mr. Teitzel stated: 

3 
4 
5 
6 
7 
8 
9 

10 

11 

12 

13 

14 

15 Q. ON PAGE 9 OF HIS REBUTTAL, MR. TEITZEL CLAIMS THAT THE C O M S S I O N  

16 SHOULD "REST ASSURED" THAT QWEST'S REQUESTS TO CLASSIF\- M?IRE 

17 CENTERS AS "COMPETITIVE ZONES" WOULD BE SUPPORTED BY "BAUCH MORE 

18 ROBUST" EVIDENCE OF COMPETITION THAN YOUR "EXTREME" E X L W L E .  

19 PLEASE COMMENT. 

20 A. Once the rules are in place, there would be no valid basis to effectively challenge Qwest's 

21 

22 

23 

24 

25 

For expansion of competitive zones in the future, Qwest would be required to notify the 
Commission that competition exists in the form of at least one of the three criteria 
specified in my Direct testimony in a particular wire center. This notification would 
certainly have to pass the "red face" test. It would be based on much stronger evidence 
than a competitor serving one customer in a wire center. That is not even r e a ~ o n a b l e . ~ ~  

I agree with Mr. Teitzel that it "is not even reasonable" that Qwest would be allowed to establish 

a wire center as a competitive zone if a competitor were serving only one customer in a wire 

center. However, that unreasonable rule is exactly what Qwest is proposing. Once such an 

unreasonable rule is in place, Qwest could implement that rule. 

utilization of those rules. The time to stop an improper rule is when it is proposed not later 

when Qwest is making changes which are improper, but which are allowed by that rule. I urge 

the Commission not to adopt improper rules. Qwest is attempting to have the rules set very lax, 

but assure the Commission that those lax rules are meaningless, because supposediy Qwest 

wmld not fully implement them. Obviously, rules that do not provide the propcr -guidelines 

"See Dunkel (Staff) Direct Testimony page 1, line 10, Selvryn (ATBrT) Direct Testlmony. page 22. irne 1, Johnson 
(RUCO) Direct Testimony, page 24. 
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should not be adopted. Adopting improper rules based upon Qwest's assurance tha1 it does not 

"intend" to actually utilize those rules, or utilize them to the full, possible extent. is improper. 

In addition, once the rules are in place, the "intentions" can change. In the future, Qwest could 

simply declare that "conditions" have changed, and therefore they are going to implement the 

rules. 

If a business personal verbally promised one thing, but asked you to sign a written contract 

saying something different, the wise consumer would insist that the written contract reflect the 

"verbal understanding." The same is true in this case. 

11 
12 
13 Q. MR. TEITZEL HAS FOCUSED ON THE FACT THAT YOU AND OTHER PARTIES 

14 

15 

16 

REFERRED TO "ONE" CUSTOMER SERVED BY A COMPETITOR OR "Oh%" SERVICE 

BEING OFFERED BY A COMPETITOR AS BEING AN UNREASONABLE STANDARD 

FOR CLASSIFYING A WIRE CENTER AS A COMPETITIVE ZONE. PLEASE 

17 COMMENT. 

18 A. The point is, the requirements that Qwest has proposed in order to have a service classified as a 

19 "competitive zone" are almost trivial requirements that do not require the demonstration of 

20 effective competition, or effective competition for all of the services that would be classified as 

21 competition. 

22 

Teitzel Rebuttal Testimony, page 43, line 18. 58 
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2 

3 

4 TEITZEL'S EXAMPLE ACTUALLY DEMONSTRATE? 

5 A. Mr. Teitzel provided the following example in his Rebuttal: 

Q. ON PAGE 58 OF HIS REBUTTAL, MR. TEITZEL PROVIDES AN E W L E  TO 

DEMONSTRATE THAT RESALE "IS MUCH MORE PREV.4LENT IN PHOEhTX AND 

TUCSON EXCKLWGES THAN IT IS IN THE REST OF THE STATE." WR4T DOES MR. 

6 
7 
8 
9 

10 
11 
12 
13 

14 

15 

16 

17 

18 Q. 

19 

20 

21 

22 

23 A. 

24 

25 

This data shows that resale, just one indicator of a competitive market, is extremely more 
prevalent in Phoenix and Tucson exchanges than it is in the rest of the state. For 
example, there were ** ** residence access lines resold in Bisbee, contrasted to ** ** 
residence access lines resold out of the Chandler Main wire center during t h s  time 
period. 

What Mr. Teitzel's example demonstrates is the tiny amount of resale competition in these two 

wire centers at t h s  time.59 The fact that resale in the Bisbee wire center was e\'en closer to non- 

existent than it was in the Chandler-Main wire center does not prove that meaningful competition 

exists in the Chandler-Main wire center. 

ON PAGE 5 OF HIS REBUTTAL, MR. TEITZEL ARGUES THAT BY CKARGING A 

LOWER RATE FOR RESIDENTIAL%ASIC EXCHANGE SERVICE THAK QWEST DOES, 

COX HAS "USED THE REGULATORY CONSTRAINTS QWEST MUST ADHERE TO IN 

ORDER TO FURTHER THEIR MARKETPLACE ADVANTAGE." DO YOU BELIEVE 

THAT COX HAS A "MARKETPLACE ADVANTAGE" OVER QWEST? 

No, exactly the opposite. Qwest has the "marketplace advantage" of starting out by serving all of 

the customers. Competitors like Cox have to actually lure customers away from Qwest to 

become their sewice provider. Therefore, it is not surprising that a competitor would have to 

I) 
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7 Q. ON PAGE 6 OF HIS REBUTTAL, MR. TEITZEL ARGUES THAT YOU HAVE NOT 

8 

9 

10 

11 

12 

13 A. Yes. Not only did I explain how Qwest's proposal would allow Qwest to use its pricing 

offer a lower pnce than Qwest in order to lure the customer away. If a CompeTitoi offered a 

higher price than Qwest, or were to simply match the pnce charged by Qwest. rhwe would be no 

price advantage to cause customers to change service providers. Therefore, the competitor is at a 

clear market disadvantage compared to Qwest. In order to lure customers awa!. from Qwest, 

competitors have to charge lower prices or offer some other advantage over Qu-est. 

I 

PROVIDED Ahry "FACTUAL SUPPORT" FOR YOUR TESTIMONY AT P-qGE 9 OF YOUR 

DERECT, THAT QWEST'S "COMPETITIVE ZONE" PROPOSAL WOULD PROVIDE 

QWEST WITH THE OPPORTUNITY TO HELP ASSURE THAT COMPETITORS WERE 

NOT SUCCESSFUL. IN YOUR TESTIMOhT, DID YOU SPECIFICALLY E-XPLAIN HOW 

THIS COULD OCCUR IF QWEST'S PROPOSAL IS ADOPTED? 

14 

15 

16 

17 

18 

19 

20 

flexibility to discriminatory price services to disadvantage its competitors, I provided a specific 

example of how Qwest could implement such a strategy in the limited geographic areas where 

Cox is providing competing telecommunications services in *zona. On page 9 of my Rate 

Design Direct, I pointed out that in the limited areas where it offers services, Cox 

Commu%cations offers residential basic exchange service at $1 1.75 per month to its cable 

subscribers (and at S, 13 .OO per month to its non-cable subscribers). Therefore, Qwest's current 

rate of $13.18 is already 12% higher than the $ 1 1.75 rate being offered by Cox. Under the 

s9For example, according to Qwest's response to Request WDA 37-001, Attachment A, the total number of lines 111 
the Bisbee wire center was ** 
+* ** for this same period. 

** and the total number of lines in the Chandler-Main wire c a t e r  was 
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16 Q. 

17 

18 

19 

Qwest "competitive zone" proposal, Qwest could choose to underprice Cox Oi remm'e any Cox 

pricing advantase in those zones in which Cox competes. 

In fact, as discussed in the prior question, on page 5 of his Rebuttal, Mr. Teitzel is complaining 

that "regulatory constraints" on Qwest are apparently preventing Qwest from lowering its price 

to compete with Cox. The "competitive zone" strategy would allow Qwest to do this in those 

areas where Cox was a competitor, while Qwest would not have to also lower rates. or could 

even raise rates, in areas where Cox or similar competition did not exist. This type of 

discrimination impedes competition, and would also result in the extraction of monopoly profits 

in areas where the Company has an effective monopoly. 

In the other so-called "competitive zone" wire centers, where Cox or an equivalent competitor 

was not providing competing residential basic exchange services, Qwest could charge any . 

residential basic exchange rate it wanted to, up to a maximum of $19.00.60 

IN HIS REBUTTPL, MR. TEITZEL DISCUSSES THE "COMPETITIVE Z( NE" 

REGULATION THAT QWEST IS OPERATING UNDER IN THE STATE OF OREGON.61 IS 

THE "COMPETITIVE ZONE" PRICE STRUCTURE IN OREGON THE SAME AS THE 

COMPETITIVE ZONE REGULATION QWEST IS SEEKING IN THIS PROCEEDING? 

20 

21 

A. No. The Oregon "competitive zone" regulation states that the rates for competitive zone services 

cannot be lower than the total service long run incremental costs of providing the services, and 

22 the rates cannot be higher than the tariff rates that were in effect when the competitive zones 

60Teitzel Direct Testimony, page 18. 
6'Teitzel Rebuttal Testimony, p.6 and pp. 34-35. 
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were established, unless authorized by the commission. In response to Data R a X u e s  WDA 24-6 

in this proceeding, Qwest provided a copy of the Oregon competitive zone re-alanon statute. 

The Oregon "competitive zone" statute reads as follows: 

The pnce and terms of service offered by a telecommunications utiliq for a competitive 
zone service within a competitive zone may differ from that outside the zone. However, 
the price for a competitive zone service within the zone may not be lower than the total 
service long run incremental cost, for nonessential functions, of providing the service 
within the zone and the charges for essential functions used in providing the service, but 
the commission may establish rate for residential local exchange telecommunications 
service at any level necessary to achieve the commission's universal senice objectives. 
Within the zone, the price of a competitive zone service, or any essential function used in 
providing the competitive zone service, may not be higher than those prices in effect 
when the competitive zone was estabiished, unless authorized by the commission.bL 
(Emphasis added) 

The Qwest "competitive zone" proposal in this proceeding differs from the Oregon competitive 

zone service regulation in two key respects, in that Qwest is requesting that the minimum prices 

for services could be below the total service long run incremental costG, and the maximum 

prices for service could be up to double the prices that are in effect when the Competitive zone is 

established (up to $19.00 for residential basic exchange service), without specific formal 

Commission approval.64 

Q. ON PAGE 44 OF HIS REBUTTAL, MR. TEITZEL CLAIMS "QWEST WILL COYlTNUE TO 

ADHERE TO EXISTING RULES PROHIBITING CROSS-SUBSIDIZATIOX IF 

COMPETITIVE ZONES ARE GRANTED." DOES QWEST'S PROPOSED PRICE FLOOR P ,  

FOR COMPETITIVE ZONE SERVICES "ADHERE TO EXISTING RULES PROHTBITING 

SUBSIDIZATION?" 

620regon Statute, ORS 759.050 (5)(b). 
6'Teitzel Direct, page 20, lines 7-9. 
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1 A. No. The rule that Mr. Teitzel is referring to is ACC Rule R 14-2-1 109 (c).~' Tnis rule 
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18 
19 
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21 
22 

23 

24 

25 

26 

27 

28 Q. 

29 
30 

specifically requires that each competitive telecommunications service must be priced equal to or 

above the TSLRIC of that service. This rule states as follows: 

R14-2-1109 (c) No Cross-Subsidization. 

A competitive telecommunications service shall not be subsidized by any rate or charge 
for any noncompetitive telecommunications service(s). To insure that no cross- 
subsidization exists, each competitive telecommunications service must provide revenues 
that equal or exceed the company's total service long-run incremental cost of providing 
the service. (Emphasis added) 

Contrary to the ACC's rule quoted above, the Qwest "competitive zone" proposal would allow 

Qwest to price competitive services below the TSLRIC of providing the service. Mr. Teitzel 

described Qwest's proposal in his Direct Testimony in this proceeding: 

Prices for specific services may be offered below Total Service Long Run Incremental 
Cost (TSLRIC) in a competitive zone only as long as the total revenue for the customer 
or group of customers is above TSL€UC.66 (Emphasis added) 

Since Qwest is proposing to be allowed to price services below TSLRIC in a competitive zone, 

Qwest's proposal is not consistent with the ACC rule that Mr. Teitzel @aims Quest will adhere 

to if the "competitive zone" proposal is granted. Nothing in the Commission's rule indicates that 

pricing a competitive service below TSLRIC is permissible "as long as the total revenue for the 

customer or group of customers is above TSLRIC." 

MR. TEITZEL STATES, 

I proposed the price cap (doubling existing or proposed rates) as a means of addressing 
Commission sumer concern about potential price increases if the competitive 

~ 

64Teitzel Direct, page 20, lines 11-16. 

&Teitzel Direct Testimony, page 20, lines 7-9. 
footnote 13 of Mr. Teitzel's Rebuttal Testimony. 
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zone proposal is approved. It is not Qwest's intent to increase rates to t h e  identified price 
caps - again. market forces will best determine appropriate prices - but the caps will 
provide an outside limit for any future price increases. 

SHOULD THIS COMMISSION ADOPT QWEST'S PROPOSAL BASED UPON _MR. 

6 TEITZEL'S PLEDGE THAT QWEST DOES NOT "INTEND" TO DOUBLE THE RATES? 

7 A. NO. If the understanding is that Qwest does not "intend" to double the rates, then the logical way 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 Q. 

21 

22 

23 

24 

25 

to assure that intention is followed is to set the rules so that they cannot double the rates. If 

Qwest is not intending to take advantage of this requirement, then failing to pass that 

requirement would not harm Qwest (since they are not going to use it anyway), but it would 

certainly alleviate the valid concern of the consumers that such an expanded price cap would 

create. Further, "intentions" can subsequently change, and often times do. In the future, the 

company could raise prices and simply explain that "conditions" had changed since t h s  "intent" 

was previously expressed. The fact is that if Qwest's proposal is adopted, Qwest would be able 

to double its service rates, and would be in full compliance with its tariff by doing so. As 

discussed in my Rate Design Direct testimony, many of the customers within the "competitive 

zone" areas proposed by Qwest would actually have no effective choice of sen-ice provider, and 

therefore Qwest's potential "doubling" of the rates is even more tr~ubling.~'  

. 

ON PAGE 4 OF HIS REBUTTAL, MR. TEITZEL CLAIMS THAT HE IS "LTCLEAR AS TO 

WHAT MR. DLYKEL'S POSITION IS RELATIVE TO THE EFFECT COMPETITIVE 

ZONES WILL K4VE ON COMPETITION." MR. TEITZEL STATES "ON OXE HAND, IT 

APPEARS HE IS CONCERNED THE COMPANY WILL RESPOND TO COMPETITION BY 

LOWERING RATES AND ON THE OTHER HAND, HE FEARS THE COMPA_\Y WILL 

INCREASE RATES." PLEASE RESPOND. 

so 
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A. Mr. Teitzel is correct. I have concerns with the fact that Qwest's "competitive zone" proposal 

would provide Qwest with both the ability to reduce rates for the geographic a r e a  or for the 

services that are subject to greater competition and the ability to greatly increase the rates or for 

the services that are subject to less competition. For example, in the so-called competitive zone" 

wire centers where a facilities-based provider like Cox is providing competing residential basic 

exchange service, Qwest could greatly reduce the residential basic exchange rates in order to 

disadvantage Cox, and harm the development of competition. At the same time West could 

greatly increase the rates for residential basic exchange service in the so-called "competitive 

zone" wire centers where there are no facilities-based competitors operating (e-g. competition is 

limited to resale competition). The price discrimination that the zone proposal would allow 

could be the worst of both worlds for the public interest. It would allow Qwest to impede 

competition by lowering prices where competition does exist, while at the same time extracting 

monopoly profits elsewhere. 

15 Q. ON PAGE 12 OF HIS REBUTTAL, MR. TEITZEL ARGUES THAT COMPETITION USING 

16 

17 

18 

19 A. No. As I discussed beginning on page 15 of my Direct Testimony, resellers resell serk-ices that 

20 are provided by Qwest. The wholesale rate the resellers pay to Qwest represents the resellers' 

2 1 major cost of doing business. Since Qwest's retail rates are simply a function of @-est's retail 

22 rates (residential wholesale rates are discounted 12% off retail rates and business rates are 

23 discounted 18%), if Qwest increases its retail rates, the wholesale rates the r e s e l l s  must pay 

RESALE AND UNBUNDLED NETWORK ELEMENTS SHOULD BE CONSIDERED 

EFFECTIVE COMPETITION. IS COMPETITION USJNG RESALE AND L?\;BL?iDLED 

NETWORK ELEMENTS REALLY EFFECTIVE COMPETITION? 

~~ ~ 

67Dunkel Direct Rate Design testimony, Page 32 and pages 12-23. 
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Qwest increases by the same percent. If a hypothetical LEC were to double its retail service I 1 

rates, that would result in the wholesale rates also doubling. Under these conditions. the cost that I 2 

makes up approximately 88% of the resellers' cost of doing business (i.e. the wholesale rate it 3 

must pay the LEC)? would automatically double when the LEC doubled its retail rate, therefore 

the reseller would have no real choice but to follow the LEC's lead by increasing rates it charges 

4 

5 

consumers. Due to the fact that a reseller's cost of doing business depends so greatly on what 

retail rates the LEC charges, the availability of resellers cannot provide customers with any 

6 

7 

significant protectior, from improper price increases by the LEC. 8 

9 

Q. ON PAGE 48 OF HIS REBUTTAL, DR. TAYLOR STATES: 10 

Thus, in time as a reseller or UNE-user takes enough customers away from Qwest for it 
to be able to deploy its own facilities and provide its own services, Qwest's loss from 
losing a customer will include not merely the spread between retail and wholesale 
revenues associated with the access line but also all other service revenues and 
contribution that previously accrued from that customer. 

11 
12 
13 
14 
15 
16 
17 PLEASE RESPOND. 

A. In time, it is possible that resellers could potentially gain a large enough customer base to justify 18 

deploying facilities that may ultimately lead to some price-constraining effective competition to 19 

Qwest in Arizona. However, the fact is that the presence of competition in Arizona is just 

beginning. For those services which =e not "competitive" under the ACC Rules: there does not 

20 

21 

22 yet exist sufficient price-constraining effective competition that would protect customers from 

improper rate increases. In fact, Qwest's "competitive zone" proposal would give Qwest greater 23 

flexibility to limit the growth of competition through pricing that discriminates based solely on 

the level of competition, as previously discussed. Therefore, it would be improper to allow 

24 

i 25 
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2 exists today in Arizona. 

Qwest to implement its "competitive zone" proposal on the basis of the limited competition that 

3 
4 
5 Q. ON PAGE 9 OF HIS REBUTTAL, MR. TEITZEL STATES, 

6 
7 
8 
9 

10 
11 

12 

13 

14 A. 

15 

16 

17 

18 

19 

20 

21 

22 

23 Q. 

24 

25 

In addition, the wire centers identified in my direct testimony as possessing a sufficient 
degree of competition to warrant classification as competitive zones all have a large 
number of customers currently being served by facilities-based alternative providers. 

DO THE WIRE CENTERS THAT QWEST PROPOSES BE MADE "COMPETITIVE ZONES" 

HAVE A LARGE NUMBER OF CUSTOMERS BEING SERVED BY FACILITIES-BASED 

PROVIDERS? 

No. As shown on my direct testimony Schedule WDA-16, a mere ** 

in the 23 wire centers that Qwest proposes be classified as residential "competitive zones" were 

ported to CLECs as recently as April, 2000. For business, only ** 

business lines in the 49 wire centers that Qwest proposes be classified as business "competitive 

zones" were "lost" to CLECs as of April, 2000, and there is no reason to believe that even all of 

these were lost to "facility based" providers.6* Therefore, the data in the record in thrs 

proceeding clearly indicates that the very few of the customers in the wire centers that Qwest 

proposes be classified as "competitive zones" are actually being served by competitors to Qwest. 

** of the residence lines 

** of the total 

BEGINNING ON PAGE 41 OF HIS REBUTTAL, DR. TAYLOR POINTS OCT LKAT IN 

1995, WHEN AT&T WAS DECLARED A NON-DOMINANT CARRIER BY THE FCC, THE 

HHI WAS 3,197 IN THE INTERSTATE LONG DISTANCE MARKET. PLEASE RESPOND. 

68As shown on Dunkel direct Schedule WDA-16, only ** ** of the total residential lines and only ** 
the business lines in the "competitive zone" wire centers were resold lines. A mere ** 
residence and business lines in the "competitive zone" wire centers were sold as UNE loops. 

** of 
++ of the Qwest 
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1 -4. In my Rate Design Direct testimony, I demonstrated that the residential wire centers u-hich 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 
13 
14 

** 69 Qwest proposes be immediately declared "competitive zones" have an HHI of over ** 

Thanks to the estimate provided by Dr. Taylor, we now know that the "I market concentration 

index in the wire centers which Qwest proposes be immediately declared as "competitive zones" 

is nearly ** 

market when the FCC decIared AT&T as a non-dominant carrier. 

** the HHI market concentration icdex in the interstate long distance 

It is clear that the level of competitiveness for basic exchange service in these exchanges is 

nowhere near the level of competition that must exist for a market to reasonably be considered 

competitive, even using the standard that Dr. Taylor himself presented. 

D. HIGHER TOLL REVENUES IN RURAL B A S  ACT TO OFFSET THE 
HIGHER COSTS OF SHARED FACILITIES IN RURAL AREAS. 

15 Q. ON PAGE 22 OF HIS REBUTTAL, MR. TEITZEL CLAIMS THAT UNLESS ZONE 

16 INCREMENT CHARGES THAT APPLY TO BASIC EXCHANGE SERVICE ARE 

17 

18 

19 

20 A. 

21 

22 

23 

24 

INCREASED TO REFLECT THE HIGHER UNE LOOP RATES IN RURAL AREAS 

RESULTING FROM DE-AVERAGING, COMPETITORS WILL BE DRIVEN A WAY FROM 

SERVING RURAL AREAS. PLEASE COMMENT. 

As I discussed on pages 73-77 of my Rate Design Direct testimony in this proceeding, Qwest's 

arguments are based on the faulty premise that the loop cost (as identified by the L I T  loop 

rates) is directly a cost of only basic exchange service. On my direct testimony Schedule WDA- 

17, I graphically demonstrated the fallacy of Qwest's premise. As shown on Schedule WDA-17, 

the loop facilities are used by and are required to provide a whole family of senices. Therefore, 

Dunkel Direct, page 19, line 18. 69 
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2 

3 

4 

5 

6 

7 

8 

the UNE loop costs are not directly related to just the basic exchange senrice rates. In addition. 

twenty-five percent of the loop costs are separated to the interstate jurisdiction. In any areas 

where the loop costs are higher, that means the dollar mount per loop allocated to the interstate 

jurisdiction is higher than in other areas where the loop cost is lower. The intrastate costs that 

remain are recovered across the entire family of intrastate services that share the loop facilities, 

not just one of the services (basic exchange service) that shares the loop facilities. 

Q. IN YOUR DIRECT TESTIMONY, YOU DEMONSTRATED THE FACT TEAT THE PER- 

9 

10 

11 

12 

LINE INTRASTATE REVENUES ARE ALREADY MUCH HIGHER IN RLEKL AREAS 

THAN IN URBAN AREAS, PRIMARILY BECAUSE RURAL CUSTOMERS K 4 V E  

HIGHER LEVELS OF TOLL AND SWITCHED ACCESS. DOES YOUR TESTIMONY ON 

THIS ISSUE REBUT MR. TEITZEL'S CLAIM THAT THE ZONE INCREMENT CHARGES 

13 

14 FROM SERVING RURAL AREAS? 

MUST BE INCREASED TO PREVENT COMPETITORS FROM BEING DRIVEN AWAY 

15 A. Yes. As I discussed beginning on page 74 of my Rate Design Direct testimony, m a l  customers 

16 generally have a more limited local calling area than do urban customers. The result of this fact 

17 is that rural customers pay toll rates for calls which an urban customer pays local rates. 

18 

19 

20 

21 

22 

23 

In my Rate Design Direct testimony (pages 75-77), I provided the percent of the total intrastate 

minutes that are intrastate toll and switched access in the urban "Phoenix Main" \Tire center, and 

compared that data to the percent of the total intrastate minutes that are intrastate toll and 

switched access in the rural Whitlow, Payson and Casa Grande wire centers. 
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12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

7 - 

# Lines in Local 
Calling Area 

Urban Rural Rural Rural 
"Phoenix Main" Whitlow Payson Czsa Grande 

Wire Center Wire Center Wire Center Wire Center 

** ** ** ** ** ** 

** ** ** ** ** ** ** ** % of Intrastate 
Minutes That are 
TcWAccess 

It is not surprising that the average rural customers' toll bills are generally much higher than the 

urban customers' toll bills. Since competitors have the opportunity to receive higher 

tollhwitched access revenues for rural customers compared to urban customers, this would offset 

at least part of a higher UNE loop rate in rural areas. When a competitor is making the decision 

whether or not to serve a particular areas or customer using the UNE loops, the rational 

competitor will consider the total revenues from the whole package or family of senices that the 

competitor would receive from a customer (including the toWswitched access revenues), not just 

the revenue it will receive from just basic exchange service. Even if the price of an unbundled 

loop is higher.in a more rural area as compared to an urban area, the competitors can expect to 

receive higher intrastate toll and switched access revenues in those rural areas, thereby offsetting 

some or all of the higher cost of serving those rural customers. 

24 Q. ON PAGE 24 OF HIS REBUTTAL, MR. TEITZEL STATES "AT PAGE 8 1, M R .  DUNKEL 

25 

26 

27 

ALLEGES THAT QWEST CAN EXPECT TO REALIZE AN INCREASE I S  TOLL 

REVENUES RESULTING FROM ITS PROPOSED DECREASE IN TOLL PRICES." DID 

YOU MAKE THIS ALLEGATION IN YOUR TESTIMONY? 
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12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

A. No. Mr. Teitzel has mis-understood (or mis-stated) my testimony. My testimony on this issue 

focuses on the inconsistencies between Qwest's argument for the toll price reduction and Qwest's 

revenue impact cakulation for that reduction. Qwest's claimed basis for reducing intrastate toll 

rates is that Qwest will be more successful in the toll market at the new lower rates than they 

would be at the existing rates. This position effectively argues that although the prices would be 

lower, the lower prices would attract more customers, and therefore, Qwest would be as well or 

better off. However, this position is inconssitent with their revenue impact calculation. 

According to Qwest's revenue calculation, the result of the proposed rate change would be a 

reduction in the revenues received from intrastate toll services. One of the two following 

conditions have to be true: (a) If it is true that Qwest will be better off in the toll market at the 

lower price than at the current price, that means that Qwest will generate as much or more 

revenues at the new rates than they would at the current rates. If this is true, then Qwest should 

go ahead and lower its prices, but there is no revenue reduction that results. (b) If Qwest truly 

believes ( as shown by its revenue impact calculation) that it will be worse off in the toll business 

if it lowers its prices than if it does not lower its prices, then either it should not lower its toll 

prices, or if it does, it should not expect the ratepayers for monopoly services to ofTset the 

revenue loss that would result from the Company's decision to lower its toll prices. 

- 

Under either scenario (a) or (b) above, Qwest is not entitled to receive money from the monopoly 

services in order to support a change in price in the competitive toll services. 

22 Q. IF QWEST TRULY BELIEVES THAT IT WILL BE BETTER OFF IN THE E T U S T A T E  

23 TOLL MARKET AT ITS PROPOSED RATES THAT AT THE CURRENT RATES, 
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8 
9 

10 
I1  

12 

13 

14 

15 

COULDN’T QM‘EST IMPLEMENT ITS PROPOSED RATES OUTSIDE OF THTS 

PROCEEDmG MTTHOUT COMMISSION APPROVAL? 

A. Yes. As I pointed out on page 80 of my Rate Design Direct testimony, the ACC has already 

determined that Qwest’s intrastate toll services are competitive, and afforded pricing flexibility. 

In addition, Qwest has admitted that Qwest could make the proposed rate reductions outside of 

this rate case without the Commission’s approval. In response to discovery, @%.est stated: 

With the pricing flexibility currently afforded toll services, U S WEST could certainly 
reduce its toll rates outside of this rate case without Commission 

Since Qwest can already reduce its intrastate toll rates outside of this rate case and uithout 

Commission approval, Qwest is actually seeking to increase the rates for noncompetitive 

services to fund its proposed rate reductions for a competitive service (Le. intrastate toll). 

16 Q. WOULD IT BE APPROPRIATE TO ALLOW QWEST TO INCREASE THE RATES FOR 

17 NON-COMPETITIVE SERVICES TO FUND COMPETITIVE RATE REDUCTIONS? 

18 A. No. Increasing the rates for non-competitive services to offset rate reductions for competitive 

19 services runs counter to the whole concept of designating services as competitive. Once the 

20 

21 

22 

23 

Qwest executives have been given substantial price flexibility for the Competitive services, they 

are the ones who should be managing the prices (within the specified limits).” Hou-ever, instead 

of the Qwest executives managing their toll services, they are coming back to the Commission, 

with their hat in their hand, asking the Commission to give them money to be raised fiom other 

24 customers’ rates, in order to support a lowering of the Qwest toll rates in the compotitive toll 

Qwest’s response to data request WDA 2-21(b). 70 
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10 Q. 

11 

12 

13 

14 

15 A. 

16 

17 

18 

19 

20 

21 

22 

23 

market. In the past, Qwest had asked for the abilih to lower toll rates within limits \\-ithout 

Commission approval, and the Commission gave it that authority. If Qwest now t h i n k s  a toll rate 

reduction is appropriate, it can do so without Commission approval. One of the kc>- expected 

benefits of competition is that customers will enjoy lower rates. That key intended benefit will 

be lost if any rate reductions for competitive services are simply offset by increased rates for 

non-competitive services. 

E. DIRECTORY ASSISTANCE 

ON PAGE 88 OF YOUR DIRECT TESTIMONY, YOU INDICATED THAT QU-EST 

MISCALCULATED THE REVENUE IMPACT OF ITS DIRECTORY ASSISTKVCE 

PROPOSAL. ON PAGE 25 OF HIS REBUTTAL, MR. TEITZEL ARGUES T€L4T QWEST'S 

REVENUE IMPACT IS ACCURATE. IS THE QWEST REVENUE IMPACT 

CALCULATION -4CCURATE? 

No. From January through October 21, 1999, there was a 12 cent per call surcharge on the DA 

rate. The total rate billed during that period was 59 cents per billed call. After October, the rate 

reverted to its present rate of 47 cents per billed call. The problem with Qwest's calculation is 

that Qwest has mishandled the surcharge revenues. Qwest has included the revenues from that 

surcharge in the "present" revenues it used for its calculation. The difference bemeen the Qwest 

calculation and the correct calculation is shown below: 

Those Commission-imposed limits are not at issue in this proposal, to the best of my knowledgz. 71 
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16 
17 

18 

19 
20 

21 

22 

23 

24 

25 

26 

27 

28 

29 

30 

Revenue Impact of Increasing the DA Rate 
From 47 Cents (With One Call Allowance) To 85 Cents (With No Call Allowance) 

Correct Qwest 
Calculation Calculation' 

1. trProposedT' Revenue at 85 Cents (with no Call 

2. "Present" D,4 Revenue Received in 1999 from the 

2a. "Present" Revenue at 59 Cents for Most of 1999 

3. Revenue Loss from Providing Complete-A-Call 

** **72 ** ** 

- ** ** 
Allowance) using 1999 Quantities 

47 cent Rate (with One Call Allowance) 

(inchdins 12 cent surcharge) 

at no Additional Charge 

- ** ** 

- ** ** - ** ** 

4. Increase from Change in Rate (and Change in ** ** ** ** Call Allovrmce) 

This calculation is shown in more detail on Schedule WDA-3 1. 

The "present" revenues Qwest is using are the revenues that were generated by a 59 cent rate 

applying most of the year, not the 47 cent present rate. Said another way, if the proposal was to 

increase the rates from 59 cents per billed call (with a one call allowance), to 85 cents per call, 

then the revenue impact Qwest presented would be approximately ~orrec t . '~  However, the 

proposed DA increase in this case is to increase the present rate, which is 47 cents (with a one 

call allowance). to 85 cents (with no call allowance). This has a larger revenue impact than 

Qwest has calculated. The revenue impact of the current proposal is $23.1 million. Quite 

simply, Qwest has mishandled the impact of the revenues from the surcharge in this calculation. 

This number is exactly as calculated by Qwest. 72 

73 Technically, it would be correct for 59 cents applying January through October 21, and then a 47 cent rate 
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1 F. PRIVACY LISTINGS 

3 Q. ON PAGE 26 OF HIS REBUTTAL, MR. TEITZEL ARGUES THAT QWEST'S PROPOSED - 

4 RATE INCREASES FOR PRIVACY LISTINGS ARE APPROPRIATE BECAUSE THEY 

5 ARE "DISCRETIONARY" SERVICES, SIMILAR TO CUSTOM CALLING SERITCES. DO 

6 YOU AGREE? 

7 A. No. As I indicated on page 91 of my Rate Design Direct testimony, an indeterminate number of 

8 customers who subscribe to privacy listings have themselves been targets of harassment or 

9 worse. These customers depend upon privacy listings for their own protection, and are therefore 

10 customers of a captive market. Since these customers must pay whatever rate @est charges for 

11 privacy listings to protect themselves from being targets of harassment, privacy listings are not 

12 

13 

appropriately considered to be "discretionary" in nature. Rather, many subscribers to privacy 

listings are captive ratepayers, who are inappropriate targets for extracting high levels of . 

14 contribution. As I indicated on page 90 of my direct testimony, according to the costs presented 

I5 in Mr. Thompson's Supplemental Direct Testimony Exhibit JLT- 1, page 15, the cost to provide 

16 

17 

18 

19 

Non-Published and Non-Listed privacy listing services is ** 

Published Service ($1.90 for residence and $1.80 for business customers) and Non-Listed 

Service ($1.55 for residence customers and $1.45 for business customers) are ahead:. providing 

considerable contribution above their direct 

**. The current rates for Non- 

20 

21 

22 

applying after that. 
Teitzel Direct Testimony, page 58, line 16. 74 
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1 G. CONTR4RY TO MR. TEITZEL'S CLAIMS, TA96 REQUIRES AFFORDABLE 
2 
3 
4 
5 
6 Q. ON PAGE 26 OF HIS REBUTTAL, MR. TEITZEL CLAIMS THAT ENSURING THAT 

UNIVERSAL SERVICE FOR ALL CUSTOMERS 

7 BASIC EXCH-kWGE SERVICES ARE AFFORDABLE TO ALL CUSTOMERS "WAS A 

8 VALID CONCEPT IN THE PAST", BUT "NO LONGER FITS IN THE POST-TA4 1996 

9 ENVIRONMENT." PLEASE RESPOND. 

10 A. The TA96 sets forth the following specific requirements: 

11 
12 
13 principles: 
14 
15 reasonable, and affordable rates. 
16 
17 

§254(b) Universal Service Principles.-- The Joint Board and the Commission shall base 
policies for the preservation and advancement of universal service on the following 

(1) QUALITY AND RATES.-- Quality services should be available at just, 

j 18 Therefore, contrary to Mr. Teitzel's claims, making universal service affordable for all not only 

19 ,"fits in the post-T,4 1996 environment", but it is a specific requirement in the T.496. 

20 

21 Q. MR. TEITZEL CLAIMS THAT YOU "SEEM TO DISMISS TARGETED ASSISTANCE 

22 PLANS FOR CUSTOMERS WITH LIMITED MEANS."75 DID YOU DISMISS THE 

23 ASS IS TANCE PLANS? 

24 A. No. In my Rate Design Direct testimony, I acknowledged that these programs are helphl, but 

25 that they are not the full answer to the promotion of universal service, since they target only very 

26 narrowly defined groups of customers. On page 108 of my direct, I stated the following: 

27 
28 
29 
30 

The fact is that programs like Lifeline and TAP, which provide assistance to low income 
consumers are helpful, however, such need-based plans are not the full answer. Many of 
the customers that would qualify for such programs, for a number of different reasons do 
not receive assistance from these programs. For example, they may not be aware of these 

~~ 

"Teitzel Rebuttal. page 26, lme 18. 

62 



1 
- 3 
3 income. 

, 4 ~ 

programs. may not be willing to go through the administrative procedures required to 
qualifi or may for personal reasons be unwilling to accept assistance on the basis of their 

5 In addition, in my direct, I pointed out that the total number of customers that subscribe to 

6 Lifeline service in Arizona is 4,447 and the total number of subscribers who recei\-e assistance 

7 from the TAP program is 3,83576, whereas Qwest disconnects over ** ** residential 

8 customers per year for non-payment at current rates.77 Based on these facts, it is clear that there 

9 are many residential subscribers that are having trouble paying their bills at current rates, despite 

10 the fact that Lifeline and TAP do help some subscribers. 

11 

12 H. PRIVATE LINE 

13 

14 Q. 

15 

ON PAGE 13 OF HIS REBUTTAL, MR. MCINTYRE STATES "MR. DUNKEL, FOR THE 

STAFF AGREES THAT PRIVATE LINE SERVICES ARE COMPETITIVE." DO YOU 

16 HAVE ANY QLI-ALIFYING REMARKS TO ADD TO THIS STATEMENT? 

17 A. Yes. As pointed out on page 104 of my Rate Design Direct testimony, this Commission has 

18 classified the interexchange private line services as competitive and flexibly priced. The 

19 Commission has not classified local private line services as competitive or flexibly priced. 

20 Therefore, I only agree that interexchange private line services are competitive and flexibly 

21 priced in Arizona. 

22 

23 

24 

Q. ON PAGE 17 OF HIS REBUTTAL, MR. MCINTYRE REFERS TO YOUR PROPOSED 

INCREASE FOR INTRASTATE PRIVATE LINES SERVICES WHEN HE STzZTES "MR. 

Dunkel direct testimony, page 107, line 18. 16 
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DUNKEL ALSO SUGGESTS THAT SUCH AN INCREASE IN RATES MAY SOT BE 

SUSTAINABLE I?J A COMPETITIVE MPJU(ET AND IT WOULD BE UP TO QWEST 

MANAGEMENT TO DECIDE IF SUCH A RISK SHOULD BE TAKEN." DID YOU 

SUGGEST THAT THE INCREASE IN RATES MAY NOT BE SUSTAINABLE? 

A. No. This is simply a mis-statement of my testimony. In my direct testimony, I pointed out that 

6 

7 

8 

9 
10 
I 1  
12 
13 
14 
15 
16 
17 
18 
19 

20 Q. IN YOUR TESTIMONY, YOU STATED THAT THE SPECIAL ACCESS BYPASS OF 

21 SWITCHED ACCESS SERVICE WAS ECONOMICAL ONLY FOR HIGH USERS. MR. 

22 MCINTYRE DISPUTES THIS, AND CLAIMS THAT SINCE A TYPICAL DS1 IS PRICED 

23 ABOUT $250 PER MONTH, "ANY CUSTOMER WHO GENERATES MORE THAN $250 

24 PER MONTH OF TOLL, AND MANY CUSTOMERS DO, IS AN EXCELLEhT TARGET 

25 FOR SUCH BYPASS."79 IS MR. MCINTYRE'S CALCULATION VALID? 

26 A. No. If such a customer paid $250 for a special access line, that would not eliminate their toll bill. 

27 They would still have to pay for toll, although slightly less, assuming the carrier passed on the 

Qwest's intrastate private line services are currently being provided below cost, and that if Qwest 

chooses to price its competitive services at a loss, that shortfall should not fall on non- 

competitive services. The specific statements I made in my Rate Design Direct are as follows: 

The revenue requirement that is being considered in this case includes in excess of ** 
** in private line revenue requirement. However, the private line revenues are 

only ** 
is not made, that will mean that the rates for non-competitive services will have to be 
priced to cover approximately ** 
revenue requirement. If USWC chooses to price its competitive services at a loss, that is 
a USWC management decision which they are allowed to make under flexible pricing. . 
However, in no even should the rates for other non-competitive services be set to remove 
the private line revenue requirement that the US WC management has elected to not . 
recover in the private line rates. 

**. Therefore, if the rates are not increased, or a revenues imputation 

** of private line competitive service 

78 

Dunkel direct testimony, page 108, line 19. 77 

78Dunkel Direct Testimony, page 105, lines 8-18. 
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15 

16 

switched access sal-ings. In fact, as Mr. McIntyre stated on page 4 of his Rebuttal, the use of a 

dedicated circuit does not eliminate the toll charges from the IXCs, but will only reduce them. 

The camer saves the switched access charges and passes some of these savings along to 
the customer in the fo& of reduced toll charges." 

The special access line would carry the call only from the customer premises to the IXC's point 

of presence (POP). The customer would still have to pay the IXC toll rates to carry the call from 

the POP to the other customer being called. 

I will now take Mr. McIntyre's example of a customer paying $250 per month in toll rates. If 

that customer subscribed to a $250 per month special access circuit, they would have to pay $250 

per month for the special access, and still have to pay the IXC for toll service, although it 

presumably would be a figure that would be somewhat less than the $250 per month toll bill they 

had previously been paying. As a result, the customer's total bill would increase drastically. 

Such a customer is not an "excellent target for such bypass." 

17 Q. STARTING AT PAGE 16, LINE 5 OF HIS REBUTTAL, MR. WU STATES HE HAS 

18 RECALCULATED THE DEPRECIATION RATE IN THE GENERAL PURPOSE 

19 COMPUTER ACCOUNT. PLEASE COMMENT. 

20 A. In this calculation, Mr. Wu adjusted the depreciation reserve for the claimed impact of Mr. 

21 

22 

23 account. This is not true for this account. 

24 

Brosch's disallowance of $24 million of older investments. Mr. Wu alleges that removing those 

investments would result in a much higher depreciation rate in the General Purpose Computer 

Page 5 ,  McIntyre Rebuttal. 19 
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First of all, in his figures, Mr. Wu was using the depreciation rates that were cziculared by 

applying the Commission approved parameters to the 1/1/97 investments and resen-w. That is 

not a valid calculation for the reasons discussed in my Direct Depreciation testimoq- 

In addition, the Company had the depreciation rates turned "off' for the General Purpose 

Computer account for all of 1999.** Turning the account "off' means the Company did not 

accrue a depreciation expense, and did not place the depreciation accruals in the depreciation 

reserve for this account. The decision to turn the depreciation rates "off' is based upon an 

analysis of the reserve level as compared to the requirement. Had the old investments been 

previously retired, the reserve percent would have been lower, and the depreciation rates in this 

account should have stayed "on" in early 1999. Even with the $24 million removed. near the end 

of 1999 the account still would have reached full recovery, and should have been mitched "off' 

late in 1999. Therefore, even with the $24 million retired, the Account still would have been 

"off part of the time in 1999 to avoid over-recovery. Either way, by the end of 1999, the plant 

should be virtually hl ly  depreciated. In short, by 12/31/99, the depreciation rate in this account 

would be the same either with or without the $24 million having been retired prior to the 

calculation. The only difference would be how long the account should have been "on" in 1999 

before reaching full recovery. 

I am addressing only the calculation of this depreciation rate for the General Purpose Computer 

account. Any other questions relating to this issue should be referred to Mr. Brosc?~ and are not 

being addressed in this testimony. 
s-' 

Page 4, lines 20-22, McIntyre Rebuttal. 
Qwest response to Request UTI 52-014, Attachment A, Note J. 

SO 

SI 
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1 

2 Q. COULD YOU PLEASE BRIEFLY SUMMARIZE SOME OF YOUR MAJOR POSITIONS? 

3 A. Yes. I recommend that the Modernization Accountability credit that I proposed in my Direct 

4 

5 

6 

7 

8 

9 

10 

11 

12 

I3 

Depreciation testimony be adopted. I recommend the depreciation rates shown on Schedule 

WDA-29 be adopted. Those rates are properly calculated by applying the ACC approved 

parameters to the 12/3 1/99 test year t'per book" investments and reserves. In addition, the loop 

facility is shared by several services. Therefore, Qwest's calculations which place the full cost of 

the loop facility in the TSLRIC of just one of the services that shares that facility (basic 

exchange service) are invalid. The contribution analysis contained in my Direct Rate Design 

testimony is valid, and shows residential basic exchange service is not priced below- its properly 

calculated TSLRIC, and is producing a large contribution to the shared, joint, and common costs. 

I recommend that these and other proposals contained in my Direct Depreciation and Rate 

14 

15 

16 Q. DOES THIS CONCLUDE YOUR TESTIMONY? 

17 A. Yes. 

Design testimonies and in this testimony be implemented. 
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09/06/00 
10:54 AM 
XREF: C3 
PRES: 1991,SF.02 
PROP: 1997.SG.82 

COMPANY: U S WEST 
STATE: ARIZONA 
ACCOUNT: 2421 AERIAL CABLE MET 
CATEGORY: 2421 AERIAL CABLE MET 
TABLE 2-VG/ELG 

PROJECTION LIFE TABLE 
AVERAGE: SERVICE LIFE AND REMAINING LIFE BY AGE 

PROJECTION LIFE TABLE PARAMETERS AVG LIFE 12.00 

USING IOWA CURVE: 

BEGINNING OF YEAR 
- - _ _ _ _ _ _ _ _ _ _ _ _ _ _ _  

AGE 

A 

0.0 
0.5 
1.5 
2.5 
3.5 
4.5 
5.5 
6.5 
7.5 
8.5 
9.5 
10.5 
11.5 
12.5 
13.5 
14.5 
15.5 
16.5 
17.5 
18.5 
19.5 
20.5 
21.5 
22.5 
23.5 

AMOUNT 
IN SERVICE 

B 

100,000 
98,901 
36,512 
93,875 
90,994 
87,871 
84,479 
80,762 
76,664 
72,142 
67,173 
61,759 
55,937 
49,773 
43,365 
36,845 
30,367 
24,111 
18,265 
13,019 
8,554 
5,010 
2,476 
925 
139 

TOTAL 

R1.O 

AMOUNT 
RETIRED 

DURING YEAR 
(LIFE GROUP) 

C=B-next B 
_ _ - - - - _ _ _ - _ _  

1,100 
2,389 
2,637 
2,881 
3,123 
3,392 
3,717 
4,098 
5,522 
4,969 
5.414 
5,822 
6,164 
6,408 
6,521 
6,477 
6,256 
5.846 
5,246 
4,466 
3,544 
2,534 
1,552 

705 
139 

100.000 

ANNUAL ACCRUALS 
FOR BOY AGE A ELG ELG 

AVG. AVG. VG 
AGE OF EACH FOR ALL SER REMAIN VINT 
AMOUNT LIFE REMAINING VICE ING REMAIN. 

_ _ _ _ _ _ _ _ _ _ - - - - - _ _  

RETIRED GROUP GROUPS LIFE LIFE LIFE 

D E=C/D F* G=B/F H=G-A I# 

0.5 
1.0 
2.0 
3.0 
4.0 
5.0 
6.0 
7.0 
8.0 
9.0 
10.0 
11.0 
12.0 
13.0 
14.0 
15.0 
16.0 
17.0 
18.0 
19.0 
20.0 
21.0 
22.0 
23.0 
24.0 

2,199 
2,389 
1,319 
960 
781 
678 
620 
585 
565 
552 
54 1 
52 9 
514 
493 
466 
432 
391 
344 
291 
235 
177 
12 1 
71 
34 
6 

15,292 
13,093 
10,705 
9,386 
8,426 
7,645 
6,967 
6,347 
5,762 
5,197 
4,644 
4,103 
3.574 
3,060 
2.567 
2,101 
1,670 
1,279 
935 
643 
408 
231 
110 
40 
6 

6.54 
7.55 
9.02 
10.00 
10.80 
11.49 
12.13 
12.72 
13.31 
13.88 
14.46 
15.05 
15.65 
16.26 
16.83 
17.53 
18.19 
18.86 
19.54 
20.24 
20.95 
21.68 
22.41 
23.15 
24.00 

6.54 
7.05 
7.52 
7.50 
7.30 
6.99 
6.63 
6.22 
5.81 
5.38 
4.96 
4.55 
4.15 
3.76 
3.39 
3.03 
2.69 
2.36 
2.04 
1.74 
1.45 
1.18 
0.91 
0.65 
0.50 

12.00 
11.63 
10.91 
10.20 
9.51 
8.83 
8.16 
7.51 
6.89 
6.29 
5.72 
5.18 
4.66 
4.18 
3.72 
3.29 
2.89 
2.51 
2.15 
1.81 
1.50 
1.21 
0.93 
0.65 
0.50 

Scheduie WDA-25 
Paas 1 of 1 

* F(AGE A) = SUM OF COL E AGE A TO END 
# I = 0.5 + ( (SUM OF COL B FROM AGE A+I THROUGH END)/(COL B AT AGE A)) 



Arizona 
Docket No. T-1051B-99-1C5 
WDA 21-001S1 

INTERVENOR: Arizona Corporation Commission Staff (Dunkel) 

Schedule WDA-26 
Page 1 of 5 

REQUEST NO: O O l S l  

Please provide each of the following on an intrastate basis 
each depreciable account: 

(not FCC) for 

A. Separately for December 31, 1998 and December 31, 1999, for each 
depreciable account please provide the complete generations arrangements on 
an intrastate basis not FCC basis. In addition to the paper c o ~ y ,  please 
also provide this requested information in electronic format on an ISM 
compatible 3.5" disk or an Iomega 100 MB kip Disk. 

B. 
balance as of December 3 1 ,  1998 and separately December 31, 1995. 

For each depreciable account please provide the depreciation reserve 

C. For each depreciable account please provide the total retiremenzs 
separately for 1998 and 1999. 
Please provide each of the following on an intrastate basis (noz FCC! for 
each depreciable account: 

D. For each depreciable account please provide the retirements by -;intage 
separately for 1998 and 1999. In addition to the paper copy, :lease also 
provide this requested information in electronic format on an ISM coqatible 
3 . 5 "  disk or an Iomega 100 MB Zip Disk. 

E. For each depreciable account please provide the total addizions 
separately €or 1998 and 1999. 

F. For each depreciable account please provide the plant in service as of 
December 31, 1998 and separately December 31, 1999. 

RESPONSE : 

A. On Janua,q 6 ,  2000 and April 2 5 ,  2000, the Commission deci5ea =?on 
depreciation parameters and lives to be used in Docket No. T-IC513-95-105. 
WDA 21-1, Part A requests generation arrangements which require comFletely 
new depreciation studies and are no longer relevant for this raze case. 
Therefore, generation arrangements have not been provided. 

B. Please see Attachment D. 



~ ~~~~ .~______ 

%he3 ule W DA-26 
Page 2 of 5 

respectively, of the JR 2A report. 
requested information. Totals only are reported, this informa::Dn is not 
available oc ax intrastate basis. 

The "?lant Retired" column Zls2lays the 

D. Please see Confidential Attachment C for the 1998 and 1999 retirements 
by vintage. 

E .  Please see Attachments A and B for the December 1998 and 1399 x-ersions, 
respectively, of the JR 2A report. The "Plant Added" column dis21ays the 
requested information. 

F. Please see Attachments A and B for the December 1998 and 1099 versions, 
respectively, of the JF? 2A report. The "Total at End of Period" colxnn 
displays the requested information. 

Confidential Attachment: c is being provided pursuant to the terK,s of the 
Proctective Aareement. 

B i l l  Muir 
Technical Accountant 
1600 17th Street, Rm. 3008 
Seattle WA 

I 

Kathleen Tuttle 
Manager - Capital Recovery 
1314 DOTM 
Omaha, NE 

Supplemental Response 07/10/00 
Attachments A - i  and A-2 contain the requested generation arrangeaenc data for 
1998 and 1999, respectively. Attachment B contains the generation 
arrangement data for both years in FCC electronic format., 

Jim Jones 
Manager - Capital Recovery 
1801 California Street 
Denver, CO 80202 
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Schedule WDA-26 

07 /06 /00  
02 :55  PM 
XREF: 07 
PRES: 1 9 9 1 , S F , 0 2  
PROP: 2000,  SA, 02 

Page 3 of 5 COMDANY: U S WEST 
STATE : ARIZONA 
ACCOUNT: 2421 AERIAL CABLE FEY 
CATEGORY: 2421 AERIAL CABLE M5T 
TABLE 1-VG/ELG 

GENERATION ARRANGEMENT 
DEVELOPMEhT OF AVERAGE REMAINING LIFE AND AVERAGE SERVICE LIF5 

VINT 
AGE AGE 
- - - - - - - 
N A  

*1999 0 . 5  
*1998 1 . 5  
*1997 2 . 5  
*1996 3 . 5  
*1995 4 . 5  
*1994 5 . 5  
*1993 6 . 5  
*1992 7 . 5  
*1991 6 . 5  
*1990 9 . 5  
*1989 1 0 . 5  
*1988 1 1 . 5  
*1987 1 2 . 5  
'1986 1 3 . 5  
*1985 1 4 . 5  
'1984 1 5 . 5  
*1983 1 6 . 5  
'"1982 1 7 . 5  

1 9 8 1  1 8 . 5  
1980 1 9 . 5  
1979  2 0 . 5  
1978 2 1 . 5  
1977 2 2 . 5  
1976 2 3 . 5  
1975  2 4 . 5  
1974 2 5 . 5  
1973  2 6 . 5  
1972 2 7 . 5  
1 9 7 1  2 8 . 5  
1970 2 9 . 5  
1969  3 0 . 5  
1968 3 1 . 5  
1967 3 2 . 5  
1966 3 3 . 5  
1965  3 4 . 5  
1964 3 5 . 5  
1963  3 6 . 5  
1962 3 7 . 5  
1 9 6 1  3 8 . 5  
1960  3 9 . 5  
1959  4 0 . 5  
1958 4 1 . 5  

AM3'JNT PROP REAL 
SURVIVING SURV LIFE 
_ _ _ _ _ _ _ _ _  _ - - - _ _  _ _ - -  

3 C D 
7 , 4 3 8 , 5 3 9  0 . 9 8 8 1  0 . 4 9  
8 , 6 4 0 , 0 5 4  0 . 9 9 4 4  1 . 4 9  
9 , 8 9 2 , 8 3 2  0 . 9 9 2 9  2 . 4 9  

1 0 , 9 9 5 , 1 9 9  0 . 9 9 3 1  3 . 4 9  
8 , 5 9 6 , 9 5 5  0 . 9 8 8 8  4 . 4 7  
6 , 5 5 8 , 4 2 0  0 . 9 7 9 3  5 . 4 4  
6 , 4 7 7 , 7 4 2  0 . 9 7 0 2  6 . 4 4  
6 , 3 7 3 , 8 4 5  0 . 9 7 9 6  7 . 4 2  
7 , 2 3 2 , 3 7 4  0 . 9 7 3 3  8 . 3 6  
7 , 6 6 9 , 5 7 8  0 . 9 6 5 6  9 . 3 2  
6 , 9 5 4 , 2 5 8  0 . 9 4 5 2  1 0 . 2 4  
7 , 3 0 8 , 8 5 3  0 . 9 3 8 1  1 1 . 1 6  
6 , 2 8 6 , 8 0 2  0 . 9 0 5 1  1 1 . 9 6  
5 , 0 1 6 , 6 8 7  0 . 8 9 5 0  1 2 . 6 6  
4 , 8 3 1 , 3 9 7  0 . 8 3 7 7  1 3 . 0 6  
4 , 2 7 4 , 7 6 8  0 . 8 5 0 9  1 4 . 1 0  
3 , 9 0 8 , 9 1 1  0 . 8 1 2 5  1 4 . 6 3  
5 , 2 3 9 , 6 2 8  0 . 8 4 1 3  1 5 . 8 0  
1 , 8 5 0 , 4 9 3  0 . 8 3 1 6  1 7 . 1 4  
1 , 7 8 6 , 0 1 9  0 . 7 2 6 2  1 6 . 4 6  
1 , 5 2 1 , 5 1 7  0 . 7 0 8 9  1 7 . 5 6  
1 , 3 3 9 , 9 6 4  0 . 6 6 2 2  1 7 . 7 8  
1 , 3 7 2 , 3 8 9  0 . 6 6 4 0  1 9 . 1 6  

9 7 5 , 6 4 6  0 . 6 7 9 2  2 0 . 5 5  
9 9 6 , 2 6 6  0 . 6 4 0 5  20 .47  

1 , 4 4 9 , 5 3 5  0 . 6 1 8 9  2 0 . 9 5  
1 , 5 1 8 , 4 2 8  0 . 5 9 1 1  2 1 . 2 6  
1 , 5 6 3 , 6 5 6  0 . 5 8 4 8  2 1 . 4 3  
1 , 2 7 0 , 8 1 8  0 . 5 5 8 4  2 2 . 3 4  

1 , 5 6 5 , 5 5 5  0 . 6 0 9 7  2 4 . 8 6  
1 , 1 7 6 , 3 7 3  0 . 4 9 0 8  2 3 . 8 7  
1 , 1 6 3 , 7 7 2  0 . 4 6 5 8  2 4 . 3 9  

1 , 3 9 1 , 1 2 4  0 . 4 8 2 3  2 6 . 4 4  
1 , 4 7 3 , 5 1 3  0 . 4 4 5 8  2 5 . 5 9  
1 , 7 7 3 , 1 5 7  0 . 5 0 2 7  2 7 . 6 4  
1 , 5 8 7 , 9 6 9  0 . 4 6 4 2  2 7 . 8 7  
1 , 4 8 6 , 1 2 4  0 . 4 5 1 3  28 .10  
3 , 1 6 3 , 2 6 2  0 . 4 6 3 6  2 9 . 9 6  
1 , 7 8 2 , 1 1 2  0 . 3 7 1 2  2 8 . 0 2  
1 , 1 5 1 , 0 8 6  0 . 2 8 7 1  2 7 . 3 4  

1 , 9 8 8 , 0 9 2  0 . 5 9 6 0  2 3 . 9 4  

1 , 2 3 8 , 8 8 7  0 . 4 9 3 6  2 5 . 4 9  

REMAIN 
I NG 
LIFE 
YEARS 

E++ 
7 . 0 5  
7 . 5 2  
7 . 5 0  
7 . 3 0  
6 . 9 9  
6 . 6 3  
6 . 2 2  
5 . 8 1  
5 . 3 8  
4 . 9 6  
4 . 5 5  
4 . 1 5  
3 . 7 6  
3 . 3 9  
3 . 0 3  
2 . 6 9  
2 . 3 6  
2 . 0 4  
1 . 8 1  
1 . 5 0  
1 . 2 1  
0 . 9 3  
0 . 6 5  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  

- _ - _ -  

VINT 
AVG 
LIFE 
YEARS 

F+++ 
7 . 5 5  
9 . 0 2  

1 0 . 0 0  
1 0 . 8 0  
1 1 . 4 9  
1 2 . 1 3  
1 2 . 7 2  
1 3 . 3 1  
1 3 . 8 8  
1 4 . 4 6  
1 5 . 0 5  
1 5 . 6 5  
1 6 . 2 6  
1 6 . 8 9  
1 7 . 5 3  
1 8 . 1 9  
1 8 . 8 6  
1 9 . 5 4  
1 8 . 6 4  
1 7 . 5 5  
1 8 . 4 2  
1 8 . 4 0  
1 9 . 5 9  
2 0 . 8 9  
2 0 . 7 9  
21 .26  
2 1 . 5 5  
21 .72  
2 2 . 6 2  
2 4 . 2 4  
25 .16  
24 .12  
24 .62  
25 .74  
2 6 . 6 8  
2 5 . 8 1  
2 7 . 8 9  
2 8 . 1 1  
28 .32  
3 0 . 1 9  
2 8 . 2 1  
27 .48  

- - - - -  

AVERAGE 
LIFE 
WEIGHTS 
- - - - - - - 
G=B/ F 

9 8 4 , 7 8 1  
9 5 8 , 3 3 0  
9 8 9 , 1 6 1  

1 , 0 1 8 , 1 4 6  
7 4 7 , 9 8 0  
5 4 0 , 8 5 9  
5 0 9 , 1 0 3  
4 7 9 , 0 4 1  
5 2 0 , 9 7 0  
5 3 0 , 2 9 3  
4 5 5 , 3 7 8  
4 6 6 , 9 6 5  
3 8 6 , 5 2 7  
2 9 6 , 9 9 2  
2 7 5 , 5 6 7  
2 3 5 , 0 3 9  
2 0 1 , 9 9 5  
2 6 8 , 1 5 7  

9 9 , 2 5 8  
1 0 1 , 7 5 6  

8 2 , 6 0 9  
7 2 , 8 4 0  
7 0 , 0 9 1  
4 6 , 7 1 0  
4 7 , 9 1 4  
6 8 , 1 9 1  
7 0 , 4 5 4  
7 1 , 9 9 5  
5 6 , 1 9 1  
8 2 , 0 2 8  
6 2 , 2 1 8  
4 8 , 8 5 9  
4 7 , 2 6 8  
4 8 , 1 2 8  
5 2 , 1 3 7  
5 7 , 0 9 1  
6 3 , 5 8 1  
5 6 , 4 9 9  
5 2 , 4 7 2  

1 0 4 , 7 7 8  
6 3 , 1 7 7  
4 1 , 8 8 9  

ZEYA I X I NG 
LI?Z 

H L l G F T S  

H=E*B 
6, 9 4 6 , 1 4 9  
7 , 2 0 2 , 5 5 8  
7 , 4 1 9 , 5 3 0  
7 , 4 3 1 , 6 8 9  
5 , 2 3 1 , 0 4 3  

. .- 
- - - - - - - 

3 , 5 8 3 , 6 9 6  
3 , 1 6 8 , 5 7 3  
2 , 7 8 1 , 0 3 7  
2 , 8 0 4 , 1 3 0  
2 , 6 3 1 , 7 9 4  
2 , 3 7 2 , 7 9 1  
1 , 9 3 8 , 7 5 9  
1 , 4 5 5 , 2 1 1  
1 , 0 0 7 , 2 9 7  

8 3 5 , 6 5 9  
6 3 1 , 6 6 7  
4 7 5 ,  ,092 
5 4 6 ,  E79 
1 8 0 , 3 2 7  
- 5 2 , 5 9 2  

9 9 , 6 8 0  
6 7 , 7 1 2  
4 5 , 6 3 9  
2 3 , 3 5 5  
2 3 ,  ,057 
3 4 , 0 9 6  
3 5 , 2 2 7  
3 5 , 9 9 7  
2 8 , 0 9 6  
4 1 ,  C14 
3 1 , 1 0 9  
2 4 , 4 3 0  
2 3 , 6 3 4  
2 4 , 0 6 4  
2 6 , 3 6 9  
2 8 , 5 4 6  
3 1 , 7 9 0  
2 8 , 2 4 9  
2 6 , 2 3 6  
5 2 , 3 8 9  
3 L ,  5 8 8  
2 0 , 5 4 4  
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-. XREF: 07 
PRES: 1 9 9 1 , S F , 0 2  
PROP: 2000 ,SA,02  

Schedule WDA-26 
COMPANY: U S WEST Page 4 of 5 
STATE : ARIZONA 
ACCOUNT: 2421 AERIAL CABLE MET 
CATEGORY: 2421 AERIAL CABLE MET 
TABLE 1 - VG/ ELG 

GENERATION ARRANGEMENT 
DEVELOPMENT OF AVERAGE REMAINING LIFE AND AVERAGE SERVICE LIFE 

VINT 
AGE AGE 
_ _ _ _  - - -  
N A  

1 9 5 7  4 2 . 5  
1956  4 3 . 5  
1 9 5 5  4 4 . 5  
1954 4 5 . 5  
1 9 5 3  4 6 . 5  
1952 4 7 . 5  
1 9 5 1  1 8 . 5  
1950  4 9 . 5  
1949  5 0 . 5  
1948  51.5 
1947  5 2 . 5  
1946  5 3 . 5  
1 9 4 5  5 4 . 5  
1944  5 5 . 5  
1 9 4 3  5 6 . 5  
1 9 4 2  5 7 . 5  
1 9 4 1  5 0 . 5  
1940  5 9 . 5  

: 1 9 3 9  6 0 . 5  
. 1938  6 1 . 5  

1 9 3 7  6 2 . 5  
1936  6 3 . 5  
1935 64 .5  
1934 6 5 . 5  
1933  6 6 . 5  
1932  6 7 . 5  
1 9 3 1  6 8 . 5  
1930  6 9 . 5  
1 9 2 9  7 0 . 5  
1928  7 1 . 5  
1 9 2 7  7 2 . 5  
1926  7 3 . 5  
1 9 2 5  7 4 . 5  

TOTAL 

ELG V 
NON-ELG V 

AMOUNT PROP REAL 
SURVIVING SURV LIFE 
_ - - - _ - - _ -  - - - - - -  - - - -  

B C D 
6 6 5 , 0 3 9  0 .2124  2 6 . 0 8  
5 1 2 , 2 4 5  0 . 1 7 2 8  2 4 . 6 2  
6 4 2 , 5 2 3  0 . 1 7 5 0  2 5 . 4 4  
5 4 2 , 1 2 2  0 .1342  2 4 . 3 9  
3 3 0 , 0 8 1  0 . 0 8 7 5  2 1 . 0 4  
1 8 0 , 2 0 5  0 .0528  1 7 . 5 2  

9 4 , 9 1 5  0 . 0 7 1 1  2 0 . 5 1  
5 9 , 2 9 9  0 .0558  1 8 . 6 8  
4 6 , 0 7 9  0 .0429  2 1 . 4 0  
2 2 , 2 1 6  0 . 0 2 2 3  1 5 . 7 6  

8 , 7 2 6  0 .0132  1 9 . 6 6  
7 , 3 3 3  0 .0172  1 9 . 6 3  

568 0 .0149  2 0 . 9 2  
1 ,858  0.0462 1 7 . 2 0  
1 , 9 2 2  0 . 0 1 0 5  1 5 . 2 6  

1 5 , 3 7 6  0 . 0 1 8 7  2 1 . 6 8  
1 6 , 7 4 8  0 . 0 2 9 1  2 4 . 9 0  

7 , 4 1 2  0 .0209  2 3 . 4 9  
6 , 8 9 7  0 .0366  2 4 . 3 5  
3 , 4 7 0  0 . 0 0 9 6  2 6 . 3 7  
2 , 6 0 5  0 .0010  2 4 . 0 8  
4 , 9 8 3  0 . 0 5 1 1  2 7 . 2 3  
5 , 5 2 2  0 .3390  2 3 . 5 8  
2 , 0 6 9  0 .0500  2 4 . 6 6  
1 , 5 7 5  0 . 0 0 1 1  2 3 . 8 6  
1 , 1 8 0  0 .0108  3 0 . 0 0  
1 , 7 0 7  0 . 0 1 1 9  2 7 . 8 0  
2 , 5 8 2  0 . 0 0 5 4  2 4 . 7 3  

1 4 , 3 4 5  0 . 0 2 2 1  2 7 . 3 2  
1 0 , 1 8 8  0 . 0 1 6 0  2 8 . 6 9  

5 , 7 6 7  0 . 0 3 2 2  3 4 . 3 9  
5 , 5 9 6  0 . 0 0 8 5  2 4 . 7 4  

1 , 2 1 2 , 6 6 3  0 . 0 0 6 5  2 4 . 7 5  
- - - - - - - - _ _ -  
1 6 4 , 5 2 2 , 0 1 5  

4 1 , 0 2 5 , 1 7 3  
1 2 3 , 4 9 6 , 8 4 2  

REMAIN 
I NG 

LIFE 
YEARS 

E++ 
0 . 5 0  
0 .50  
0.50 
0 . 5 0  
0 . 5 0  
0 .50  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 .50  
0 . 5 0  
0 . 5 0  
0 .50  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 .50  
0 . 5 0  
0 . 5 0  
0 .50  
0 .50  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  
0 . 5 0  

- - - - -  

AVG SERVICE LIFE: ALL VINTS NELG VINTS 
TOT B/TOT G 24 .16031  23.39948 

AVG REMAINING LIFE: ALL VIN 
TOT H/TOT G r d /  NEtG6:i!ES 

VINT 
AVG 
LIFE 

YEARS 

F+++ 
2 6 . 1 9  
2 4 . 7 0  
2 5 , 5 2  
2 4 . 4 5  
2 1 . 0 9  
1 7 . 5 4  
20 .54  
1 8 . 7 1  
2 1 . 4 3  
1 5 . 7 7  
1 9 . 6 6  
1 9 . 6 4  
2 0 . 9 2  
1 7 . 2 3  
1 5 . 2 6  
2 1 . 6 9  
2 4 . 9 2  
2 3 . 5 0  
2 4 . 3 6  
2 6 . 3 7  
2 4 . 0 8  
2 7 . 2 6  
23.6C 
2 4 . 6 9  
2 3 . 8 6  
3 0 . 0 1  
2 7 . 8 0  
24 .73  
2 7 . 3 3  
2 8 . 7 0  
3 4 . 4 0  
2 4 . 7 4  
2 4 . 7 6  

- - - - -  

AVERAGE 
LIFE 

WEIGHTS 
_ _ _ - - - -  
G=B/F 
2 5 , 3 9 5  
2 0 , 7 3 6  
2 5 , 1 7 3  
2 2 , 1 6 9  
1 5 , 6 5 4  
IO, 272 

4 , 6 2 0  
3 , 1 6 9  
2 , 1 5 1  
1 , 4 0 9  

444 
373 

27 
108 
126  
755 
672 
315 
283 
132  
108 
183  
234 

84 
66 
39 
61  

104 
525 
355 
168 
226 

4 8 , 9 8 1  
- _ - - - - - - - - -  

1 1 , 6 1 8 , 5 3 5  
1 , 7 5 3 , 2 5 1  
9 , 8 6 5 , 2 8 4  

ELG VINTS 
12 .51833  

ELG VINTS 
5 . 8 9 5 9 1  

R E Y i I  XI NG 

WEIGHTS 
LIFE 

- - - - - - - 
H=E*G 

1 2 , 6 9 7  
1 0 , 3 6 8  
1 2 , 5 8 7  

. 1 1 , 0 8 4  
7 , 8 2 7  
5 , 1 3 6  
2 , 3 1 0  
1 , 5 8 5  
1 , 0 7 5  

704  
2 2 2  
1 8 7  

1 4  
54 
63 

3 7 7  
3 3 6  
158 
1-12 

0’6 
54 
9 1  

1 1 7  
4 2  
3 3  
2 0  
3 i  
52 

262  
1 7 7  

84 
1 1 3  

2 4 , 4 9 0  

5 9 , 3 7 3 , 8 3 3  
- - - - - - - - - -  

1 , 2 0 8 , 9 6 9  
5 8 , 1 6 4 , 8 6 4  
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Schedule WDA-26 
COMPANY: U S WEST Page5of5  
STATE : AR I ZONA 
ACCOUNT: 2421 AERIAL CABLK MST 
CATEGORY: 2421 AERIAL CABLE M Z T  
TABLE 1 - VG/ELG 

GENERATION ARRANGEMENT 
DEVELOPMZhT OF AVERAGE REMAINING LIFZ AND AVERAGE SERVICE LIFZ 

EXPERIENCE AS OF 1-1-2000% REMAIN VINT 
- - - - - - - - _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _  I NG AVG AVERAGE XEMAI NI NG 

VINT AMOUNT PROP REAL LIFE LIFE LIFE LIFE 
AGE AGE SURVIVING SURV LIFE YEARS YEARS WEIGHTS WEIGHTS 

- - - - - - -  - - - - - - -  - _ - - -  - - - - -  - _ _ -  - - -  - - - - - - - - -  - - - - - -  - - - -  
N A  3 C D E++ F+++ G=B/ F H=E'G 

COMPUTED GROSS ADDS-ALL VINTS: AVG PROPORTION SURVIVING: 
SUM OF (B/C) 378,790,281 B/ SUM OF (B/C) 0.43434 

USING IOWA CURVE: 21.0 
* ELG VINTAGES, PROJECTION LIFE 12.0 

++ FROM TABLE 2-VG/ELG; COL H FOR ELG, COL I FOR VG 
+++ FROM TABLE 2-VG/ELG FOR ELG VINTAGES, COMPUTED AS D+(C*E) FOR VG VIhTAGES 

% ACTUAL 



Public 

Scheduie WDA-27 
of ARIZONA PERCENT OF WORKING COPPER CHANNELS 

1990-1 999 

Working Available YO Metallic 
Me ta lk  Metallic Channels 

Year Channels Channels Working 
A (1) B (2) C = N B  

1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 

1,905,338 
1,931,335 
1,950,442 
2,073,326 
2,188,344 
2,213,342 
2,250,04 1 
2,395,885 
2,456,043 
2,620,477 

Sources: 
(1) ARMIS 43-07, Table 2, Row 380 
(2) ARMIS 43-07, Table 2, Row 430 

3,227,508 
3,238,672 
3,179,594 
3,223,527 
3,320,752 
3,403,871 
3,340,7 19 
3,399,968 
3,690,422 
3,882,491 

59.03% 

61 3% 
64.32% 

65.02% 

59.63% 

6 5.90% 

67.35% 
70.47% 
66.55% 
67.49% 

Working Channels 



Schedule WDA-28 
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Arizona 
Docket No. T-1051B-99-iO5 
WDA 34-009 

INTERVENOR: Arizona Corporation Commission Staff (Dunkel) 

REQUEST NO: 009 

Starting on page 11, line 12 of Mr. Wu's Rebuttal, referring to Mr. Dunkel's 
testimony, it is stated "He did not consistently use the appropriate 12/31/99 
remaining lives. I' 

A. Please list separately the name of each depreciable accotmt in which you 
claim the remaining life used by Mr. Dunkel (Column G of Schedule WDA-6, page 
1) was not the appropriate remaining life as of 12/31/99, using the 
Commission approved projection life and other Commission approved parameters. 

B. 
contend the remaining life as of 12/31/99 to be. 

For each account named in response to part A., please state what you 

C. For each of the remaining lives provided in response to part B., please 
provide the workpapers which show the calculation of that remaining life as 
of 12/31/99. 

RESPONSE : 

A. Please see Attachment A 

B. Please see Attachment A 

C. Please see Attachment E and C. Attachment B is the generation 
arrangement and projection life table reports that calculate remaining life. 
Attachment C is depreciation rate factor composite report that composites 
remaining life results for depreciation rate accounts with multiple study 
categories (2112 Motor Vehicles, 2121 Buildings, 2123.2 Company C o r n  Equip). 

Jim Jones 
Manager - Capital Recovery 
1801 California St. 
Denver, CO 80202 
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XREF: 03 
PRES : 1991, SF, 02 
PROP: 2000,SA,96 

COMPANY: U S WEST 
STATE : ARIZONA 
ACCOUNT: 2211 ANALOG SW EQiiI3 
CATEGORY: 2211 ANALOG Sh' EQUI? 
TABLE 1-VG 

GENERATION ARRANGEMENT 
DEVELOPMENT OF AVERAGE REMAINING LIFE AND AVERAGE SERVICE LIFE: 

VIhT 
AGE AGE 

N A  
1999 0.5 
1998 1.5 
1997 2.5 
1996 3.5 
1995 4.5 
1994 5.5 
1993 6.5 
1992 7.5 
1991 8.5 
1990 9.5 
1989 10.5 
1988 11.5 
1987 12.5 
1986 13.5 
1985 14.5 
1984 15.5 
1983 16.5 
1982 17.5 
1981 18.5 
1980 19.5 
1979 20.5 
1978 21.5 
1977 22.5 
1976 23.5 
1975 24.5 
1974 25.5 
1973 26.5 
1972 27.5 
1971 28.5 
1970 29.5 
1969 30.5 
1968 31.5 
1967 32.5 
1966 33.5 
1965 34.5 
1964 35.5 
1963 36.5 
1962 37.5 
1961 38.5 
1960 39.5 
1959 40.5 
1958 41.5 
1957 42.5 

- - - -  - - -  

AMOUNT PROP REAL 
SURVIVING SURV LIFE 
- - _ _ _ _ _ _ _  - - _ - - -  - - - -  

B C D 
4,145,902 1.0000 0.50 
5,596,508 0.9645 1.48 
1,803,897 0.3799 1.87 
4,273,004 0.6813 3.30 
3,106,302 0.6363 3.91 
3,699,142 0.4150 4.55 
5,406,583 0.6705 5.62 
4,777,889 0.4708 6.12 
8,151,767 0.3835 6.77 
3,712,433 0.2299 6.77 
6,300,094 0.4017 8.24 
6,805,031 0.3677 8.00 
4,946,775 0.2490 9.16 
7,140,581 0.3135 10.15 
4,553,326 0.2525 9.73 
11,215,307 0.4750 11.53 
7,686,560 0.4115 13.06 
22,593,223 0.3607 14.56 
5,899,834 0.1270 13.62 
6,316,234 0.3013 14.63 
1,871,890 0.0731 13.28 
610,816 0.0437 14.69 
104,583 0.0100 15.31 
177,638 0.0239 14.41 

1,926,418 0.2065 15.82 
121,219 0.0255 14.91 

2,943,958 0.1986 17.23 
1,720,491 0.2697 19.51 
947,818 0.1349 16.81 

181 0.1240 16.78 
1,350 0.1132 16.76 
616 0.0212 16.30 
0 0.0000 0.00 

415 0.0044 15.51 
668 0.0071 22.21 
362 0.1518 25.77 
0 0.0000 0.00 

4,830 0.0030 21.96 
0 0.0000 0.00 
0 0.0000 0.00 

2,486 0.0186 21.40 
0 0.0000 0.00 
0 0 . 0 0 0 0  0 . 0 0  

REMAIN VINT 
I NG AVG AVERAGE 

LIFE LIFE LIFE 
YEARS YEARS WEIGHTS 

E++ F=D+(C*E) G=B/F 
- - - _ - - -  _ _ _ _ -  _ _ - - -  

0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 

0.98 
0.98 
0.98 

0.98 

0.98 

1.49 
2.44 
2.25 
3.98 
4.54 
4.96 
6.29 
6.59 
7.15 
6.99 
8.64 
8.37 
9.41 
10.46 
9.98 
12.00 
13.47 
14.92 
13.74 
14.93 
13.36 
14.74 
15.32 
14.44 
16.02 
14.94 
17.42 
19.78 
16.94 
16.91 
16.87 
16.32 

15.51 
22.21 
25.92 

21.96 

21.42 

2,777,929 
2,294,322 
802,776 

1,073,426 
683,486 
746,275 
859,720 
725,393 

1,140,448 
530 , 772 
729,115 
813,457 
525,962 
682,424 
456,084 
934,741 
570,556 

1,514,491 
429,367 
423,124 
140,159 
41,449 
6,825 
12,306 
120,214 
8,116 

168,987 
86,999 
55,948 

11 
80 
38 

27 
30 
14 

220 

116 

REYAISING 

WE I GFZS 

F-"*G r - - i  

2,756, -037 
2,276,T-g 
790,521 

1,064,529 
677,989 
740,174 
852,575 
719,263 

1,130,645 
526,130 
722,624 
806,085 
521,107 
676,006 
451,713 
925,6G7 
564,869 

1,599,OB9 
424,910 
516,639 
138,641 
40.990 
6,748 
12,164 
li8,769 
E,C18 

i66,363 
E5.368 
55,215 

I1 
79 
37 

- --- - -  
&I*& I 

- - - - - - - 

26 
30 
14 

2i6 

114 
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COMPANY: U S WEST 
STATE : ARIZONA 
ACCOUNT: 2211 ANALOG SW EQCI? 
CATEGORY: 2211 ANALOG SW EQUIP 
TABLE 1-VG 

GENERATION ARRANGEMENT 
DEVELOPMENT OF AVERAGE REMAINING LIFE AND AVERAGE SERVICE LIFE 

EXPERIENCE AS OF 1-1-2000% REMAIN VINT _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ - _ _ - - - _ - - -  I NG AVG AVERAGE REYAIKING 
VINT AMOUNT PROP REAL LIFE LIFE LIFE LIFE 
AGE AGE SURVIVING SURV LIFE YEARS YEARS WEIGHTS KSIGHTS 

1956 43.5 
1955 44.5 

0 0 . 0 0 0 0  0 . 0 0  
30.903 0.0556 35.56 0.98 35.62 868 848 

19,356,273 19,167,239 

AVG SERVICE LIFE: kLL VINTS 
TOT B/TOT G 7.16042 

AVG REMAINING LIFE: ALL VINTS 
TOT H/TOT G 0.99127 

COMPUTED GROSS ADDS-ALL VINTS: AVG PROPORTION SURVIVING: 
SUM OF (B/C) 459,906,144 B/ SUM OF (B/C) 0.30136 

INTERIM RETIREMENT RATE: 1.5 
++ FROM INTERIM CURVE, TABLE 2-VG, AYFR 2000.5 % ACTUAL 
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08/24/00 COMPANY: U .S WEST 
04:05 PM 
XREF: 03 ACCOUNT: 2211 ANALOG SW EQUI? 
PRES : 1991, SF, 02 CATEGORY: 2211 ANALOG SW EQUI? 
PROP : 2000, SA, 96 TABLE 2-VG 

STATE : ARIZONA 

PROJECTION LIFE TABLE 
DEVELOPMENT OF VINTAGE GROUP REMAINING LIFE BY AGE 

INTERIM RETIREMENT RATE: 1.5 

AGE PROPORTION REMAINING LIFE AGE PROPORTION REMAINING L I F E  
OF SURVIVOZS YEARS SURVIVING OF SURVIVORS YEARS SURVIVING 

- - - - -  _ _ - _ - - - - _ -  _ _ _ - - - - _ _ _ - - - -  _ _ _ _ _  _ - _ _ - - - - - -  - - - - - - - - - - - - - -  
A B C* A B C* 

0.5 
1.5 
2.5 
3.5 
4.5 
5.5 
6.5 
7.5 
8.5 
9.5 
10.5 
11.5 
12.5 
13.5 
14.5 
15.5 
16.5 
17.5 
18.5 
19.5 
20.5 
21.5 
22.5 
23.5 
24.5 
25.5 
26.5 
27.5 
28.5 
29.5 
30.5 
31.5 
32.5 

0.99250 
0.97750 
0.96250 
0.94750 
0.93250 
0.91750 
0.90250 
0.88750 
0.87250 
0.85750 
0.84250 
0.82750 
0.81250 
0.79750 
0.78250 
0.76750 
0.75250 
0.73750 
0.72250 
0.70750 
0.69250 
0.67750 
0.66250 
0.64750 
0.63250 
0.61750 
0.60250 
0.58750 
0.57250 
0.55750 
0.54250 
0.52750 
0.51250 

0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 
0.99 

33.5 
34.5 
35.5 
36.5 
37.5 
38.5 
39.5 
40.5 
41.5 
42.5 
43.5 
44.5 
45.5 
46.5 
47.5 

49.5 
50.5 
51.5 
52.5 
53.5 
54.5 
55.5 
56.5 
57.5 
58.5 
59.5 
60.5 
61.5 
62.5 
63.5 
64.5 
65.5 

48.5 

0.49750 
0.48250 
0.46750 
0.45250 
0.43750 
0.42250 
0.40750 
0.39250 
0.37750 
0.36250 
0.34750 
0.33250 
0.00000 
0.00000 
0.00000 
0 .00000  
0 . 0 0 0 0 0  
0 .00000  
0 .00000  
0 .00000  
0 . 0 0 0 0 0  
0 . 0 0 0 0 0  
0.00000 
0 .00000  
0 .00000  
0 . 0 0 0 0 0  
0 .00000  
0 .00000  
0 . 0 0 0 0 0  
0 .00000  
0 . 0 0 0 0 0  
0 . 0 0 0 0 0  
0 . 0 0 0 0 0  

0.98 
0.98 
0.98 
0.98 
0.98 
0.98 
0.98 
0.98 
0.98 
0.98 
0.98 
0.98 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 
0.50 

* C = 0.5 + ((SUM OF COL B FROM AGE A+1 THROUGH AGE A+W)/(COL B AT AGE A )  
WHERE W = AYFR-UPDATE EXPERIENCE YEAR= 2000.5-2000~ 0.5 
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DIRE c T TESTIMONY 0 F 

HARRY M. S H O O S H A N  I11 
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- _-- _______-- 

3 1. INTRODUCTION 

6 Q. 

7 A. 

s 
9 

10 Q. 

11 

12 A. 

13 

14 

15 

16 

17 

18 

19 

20 

21 
m m  
LL 

23 

24 

25 

26 

WHAT IS YOUR NAME AND OCCUPATION? 

My- name is Harry M. Shooshan III. I am a principal in, and co-founder of, Strategic 
Policy Research, Inc. (“SPR”), an economics and public policy consult3, 1 .  u firm 

located at 7979 Old Georgetown Road, Suite 700, Bethesda, Maryland. 

WILL YOU BRIEFLY DESCRIBE YOUR RELEVANT BACKGROWJD 
AND EXPERIENCE? 

Prior to founding SPR, I worked for eleven years on Capitol Hill and, for six years, 

was Chief Counsel and Staff Director of the Communications Subcommittee in the 

U.S. House of Representatives. I had responsibility for developing policy options 

for the Subcommittee, assisting in the drafting of legislation and coordinating the’ 

Subcommittee’s oversight of the Federal Communications Commission (“FCC”). I 
was especially active in early efforts to rewrite the Communications Act of 1934. 

From 1976 to 1991, I was an adjunct professor at Georgetown University Law 

Center. I taught courses in communications law and regulation. These courses 

examined the role of administrative agencies in interpreting their statutory mandates, 

includixg their exercise of discretion in rule-makings and other proceedmgs. In my 

twenty years as a consultant, I have advised a wide range of clients in rhe private 

sector a well as several regulatory b& in the United States and around the riorld. 

I have published numerous works on a variety of topics including dteLnative 

regularion, rate rebalancing, universal service, and asymmetIlc regulation. For n=ly 

a decade, I have served as an advisor to the Iowa Utilities Board on a vaiiety of 



1 

2 

3 

4 

5 

6 

7 Q. 

8 A. 

9 

10 

11 

12 

13 

telecomnunications matters, inclulng the evaluation of incentive regulzicc 3 7 ; ~ s  

and the implementation of the federal Telecommunications Act of 1996 ( - 5 2  

Act”). In addition, I have testified before numerous public utility C O ~ S S I O I ?  03 

issues relating to competition, customer perspectives on t e l ecomm~~~:2~- \ z s  

markets. price caps and other forms of incentive regulation. MJ- c o z m i ~ e  

curriculum vitae is attached as Attachment 2 to this testimony. 

WX4T IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE? 

SPR was hired by the Arizona Corporation Commission (the “Commission’\ XI 

work w-ith the staff to develop an alternative regulation plan for U S W E T  

Communications, Inc. (“U S WEST”). We worked with the staff and ks o ~ h e r  

consultants to develop the plan that I am presenting in this testimoq-. This 

alternative regulation plan can be considered by the Commission if it decides 10 

reject the approach taken by U S WEST. 

_____ ~ - - __- - -- 

14 
15 

2. EVALUATION OF U S WEST’S COMPETITIVE ZOh-E 
PROPOSAL AND AN ALTERNATIVE PROPOSAL 

16 Q. 

17 A. 

18 

19 

20 

21 

22 

23 Q. 

24 

25 A. 

26 

PEASE DESCRIBE U S WEST’S PLAN, AS YOU UNDERSTAN3 IT. 

U S WEST’S plan seeks competitive classification for its various services bzsed an 

“zones” that relate to exchanges or wire centers. Once U S YEST hzs 

demonstrated that a service is competitive in a particular zone, that servlce i?-ouic be 

subjecr to the competitive service pricing rules of the Commission (ACCR 142-  

1109, 14-2-1110). However, U S WEST would remain under tradition2 Tate-Qf- 

return (“ROR”) regulation for both competitive and non-competitive sexices. 

WILL YOU PLEASE BRIEFLY DESCRIBE THE ALTER\--lrTIT-E 

REGULATION PLAIi YOU ARE RECOMMENDING? 

Yes. The plan I recommend, in essence, moves away from tradxiocr ROR 
. .  regulation towards price regulation and, ultimately, to reliance on co-?- -Li::X-e 
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4 

5 

6 

7 

8 

9 

10 

11 Q. 

12 

13 A. 

14 

15 

16 

17 

28 

19 

20 Q. 

21 

22 

23 A. 

24 

markers to determine prices and senrice offerings. It is structured to be io-n-zrd- 

lookins and to provide U S WEST n-ith important incentives to increase its 

invesrments in Arizona and to improve its service quality both now 2nd in the 
future. The plan aIso protects consumers who will continue to rely oil : 8 he basic 

services provided by U S WEST during the transition to fully competitive markets 

mandaxd by federal law. The plan establishes three categories or ‘‘baske~s‘’ of 

services. each with its own price controls. The term of the plan is five yexs, n-hich, 

in mj- opinion, is long enough for the new incentives to have an impact. but short 

enougln to enable the Commission to reviea- the company’s performance under the 

plan to  ascertain that it is actually providing the expected benefits to consumers. 

CAK YOU EXPLAIN HOW YOUR PL4N DIFFERS FROM THE FILING 
MADE BY U S WEST? 

Yes. Contrary to the plan I propose, U S WEST has filed a plan that is consistent 

with traditional regulation in Arizona. It retains rate-base ROR regulation, but seeks 

expanded pricing flexibility of its services where the company faces competition. 

After updating the test year in its direct case to reflect a January 1999 to December 

1999 test year, U S WEST proposes that the Commission grant rate increases 

totalling $88 million for its basic services and seeks only minor reductions in the 
access charges paid by long-&stance providers.’ 

IN YOUR OPINION, WHAT ARE THE MOST PROBLE-MATIC 
ASPECTS OF THE APPROACH TAKEN BY U S WEST AhTD HOW 

WOLZD YOUR PROPOSAL ALLEVIATE THEM? 

In general, I see three problems with the U S WEST filing. First, I am concerned 

that C S WEST’S approach leaves most of the risk associated with &creasing 

1 Supplemend t s u n o n y  of David L. Teirzel (May 19,7003) ar 51-52. In its ori$nal filing, U S WW?  sough^ 2 
$70.9 million rare increase. See also Wayne A~COKI Direct Testimony at 14. 
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11 

12 

13 

14 

I5 

16 

17 Q. 
IS 

19 

20 

21 

22 A. 

23 

24 

25 

competition on basic ratepayers. For example, U S WEST IS ask”;  :he 

Commission to grant it pricing flexibility, includmg for basic services, %-here :: iaces 

competition but would not assign any costs directly to competitive sen-ices. -4s  a 

result, if U S WEST suffers competitive losses, as I expect it will, it can C O I J ~  kcS;  

to the Commission to ask that basic service rates be increased in areas %--here t k e  is 

little or no competition. Similarly, U S WEST may have the incexivt  a d  

oppomnity to cross-subsidze lower rates in competitive services and/or x e s  xi& 
higher basic rates in non-competitive services and/or areas. Finally, e x e n i i n g  

pricing flexibility on a service-by-service, exchange-by-exchange bzsis. = - d e  

retaining elemenrs of ROR, can be confusing to consumers and needlessly co-.~lex 

for the Commission to oversee and administer, especially as competition i m e r s e s .  

More specifically, I am concerned that U S WEST wancs the Commissim to 

approve significant increases in basic service rates while proposing orCy rrinor 

reductions in its intrastate access charges. While I believe that rates s b o 4 i  be 

rebalanced, I am concerned about the approach taken by U S WEST and beiiex-e 

that an alternative approach should be considered. 

.- 

IN SUPPLEMENTAL. TESTIMONY, U S WEST RECOMMENDS TK4T 
“FINISHED WHOLESALE SERVICES” SUCH AS SWITCHED ACCESS, 

PRIVATE LINE AND PUBLIC PAYPHONE ACCESS LIT\cTS BE 
CLASSIFIED AS COMPETITIVE IN THIS PROCEEDING.2 HOW 

WOULD THE PLAN YOU ARE PROPOSING TREAT SUCH SERWCES? 

As I describe in greater detail subsequently in this testimony, I recommend ? k ; ? g  
all existing “wholesale services,” initially in a separate basket subject to its 0q-z ?+e 

cap. Services could then be moved out of that basket upon a showing thar the:\- z e  

competitively supplied. 

2 Supplemental Testimony of Scott A. Mclnryre (May 19,2000) ar 1 - ii. 
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P A G E  5. Al2GL-S: G .  2 : : :  

______. - - -  - -  - - - - - -  

3 .  PRICE REGULATION: EXPERIENCE I N  OTHER 
JURISDICTIONS 

Q. YOU E4VE CHARACTERIZED YOUR PROPOSAL AS **PUCE 

REGLL4TION.” HAVE PLANS SIMILAR TO YOURS BEEN 
ADOPTED IN OTHER JURISDICTIONS? IF SO, %’ILL TOU 

IDEXTFY THEM? 

Price regulation was first implemented in the United Kingdom (“U.K.”) bi- +,e 

telecoriunications regulator, the Office of Telecommunications (“Okel”). ~2 
applied :3 British Telecom. At the time, it was privatised. Oftel rejected ROR 
regulaticln as an option. I should note that SPR consulted for Oftel for &OK 1x1 

years zz& thus my colleagues and I are familiar with the experience in the U.R. Y e  

have a h  worked for regulators in countries such as Mexico, Peru and Parl-az %at 

have &so adopted price regulation at the time of privatization. In Jamaica, =-here si-e 

assisted rhe regulator in obtaining a more advantageous concession contract =-ith 

the privzrized incumbent, the regulator implemented a price regulation plan 25 2 2 ~  

of the nsw concession contract. Other countries have also followed the Bnush lead. 

For exmple, in Denmark, France, Greece, Ireland, Japan, the Netherlands: S e w  

Zealan& Norway, Portugal, Spain, Sweden, Swkzerland and Turkey, the regdzrx 

utilizes some form of price cap to regulate prices of the incumbent.3 

Domes-ically, the FCC introduced price reaplation in 1991. AT&T was repizzed 

under price caps from 1991 until its reclassification as a nondominant cane r  

1995.1 The FCC also extended price regulation to large incumbent local exchuge 

carriers (“ILECs”) in 1991. As many as 36 states regulate the largest ILECs (z.e., :he 

RegioxL Bell Companies, GTE and Sprint) under some form of price reguIzci2n. 

A. 

. . .  . 

. .  

3 OECD, Commur~airons Outlook 1999 (1999) a1 166-167 

4 FCC, Inthe Mart: of AT&T Corp. to Be Reclassified as a Non-Dominant Carrier, FCC 95427 Gr& b&Tzed 
October 12, 1993: rtleased October 23, 1995). 
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These states include: Alabama, Delaxare. Florida, Georgia, Illinois. L3u1s;;1?2. 

Maryland, Massachusetts, New York, Nonh Carolina, South Caroha, Okkbzxi. 

Texas, Virginia and West Virginia. Among US WEST states, North Dab=.  S z A  

Dakota, Iowa and Wyoming regulate U S YEST under a price-cap plan. C J ~ ~ X &  

has been in the process of determining an alternative regulation plan. 

Often, price-cap plans include a variety o i  features. For example, some saces FA 
as Illinois, Wisconsin, New York and Pennsylvania, have included sen-ice qu2i-’n- 

components in their price-cap plans. States such as Texas, Floriaa a d  

Pennsylvania, employ a more flexible price cap for non-basic services a d  a a x e  

stringent price cap on basic telecommunications services. 

.. 
- t  

__-.___ 

4. ADVANTAGES OF PRICE REGULATION 

Q. IN YOUR OPINION, WHAT ARE THE ADVANTAGES OF PRICE 

REGULATION OVER TRADITIONAL ROR REGULATION? 

A. The advantages of price regulation over ROR regulation are well-documexei In 

the first place, under ROR, regulators must rely on the accuracy and compielexss 

of cost data provided by the regulated company. Time-consuming dispm, 0s z-LSe, . 

inevirably leading to arbitrary decisions about whch costs are justified and v-L% aze 

not, as well as about how costs should be assigned among various s e n i z s .  

Economists have often pointed to this disparity in information bem-een &e 

regulpor and the regulated company in their criticisms of ROR regulation.’ i ne 

adoption of price regulation, which does not rely on company-specific cox  &:a, 

reduces such controversies. 

-. 

- Alfred Kahn, “Dere,plation: Lookmg Backward and Lookmg Forward,” Yale Journal on Regukzrton r ~ - ~ : .  -. XG 
2. Summer 1990) at 340-341; and Paul L. Joskow and &chard Schmalensee, “Incentive Replati02 i c r  Tezz-x 
Utilities, Yale J o u m l  on Regukrzon (Vol. 4, No. 1, Fall 1986) ar 12-13. 
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.. 
The cr->iems of ROR regulation are exacerbated n.hen the regulated ii-xr J Z ~ T S  a 

varieT- cli services and when some ofthe markets (geographic or product) E n - = d ~  

the reyAated company operates are competitive Cross-subsidy incentn-es z:s? That 

are exx.reinely difficult to detect and prevent in such instances.6 

Finally. ir is generally agreed that agencies can reduce administratiw m ~ : s  by 

adoptkg p ice  regulation, thereby freeing up resources to monitor issues s x h  as 

sen-ice quality and competition. 

Prlce regulation is specifically aimed at providing limits on incumbenrs’ ;Eces, 

pmicd2_‘iy of basic services, a7hile providmg incentives for increased produc5xiT- of 

the replated firm. Price regulation directly protects consumers and pro\-ides &e 

inanben t  with a greatm flexibility to respond to competitors. The limits se; 5,- The 

price cap provide safeguards against anticompetitive pricing, preventing s&ji&s 

from Eon-competitive to competitive services and, thereby reducing t h e  2 k  of 

predate?- pricing. Both consumers and competitors benefit from this cocStrzht. 

Under ?rice regulation, more of the risk of investment is borne by the re$ared 

firm (a2 irs shareholders) rather than by customers. For example, when rhe +e- 

regulated firm undertakes the risk of a new investment, it operates on the s ~ m z  x s i s  

as irs uregulated competitors. Consumers of basic service will not pick u? ;he tab 

if the venture fails. 

. .  

Finally. rhrough an appropriate price-cap mechanism, the firm is able to r ebdace  

rates to produce more efficient prices that will, in turn, encourage emcient 

comp3;ion. The price-cap limits allow rate rebalancing to occur over t k e  m d  

avoids rate shock. I believe a price regulation plan such as I am proposing here can 

provide 2 better way to achieve the necessary rate rebalancing (by pe-xrizing 

- r .  . 
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consxners to “self-selecr” rebalanced ratesf than the approach taken by L- S \EST 
(an across-the-board increase in basic rates).’ 

Q. H A T 3  THE BENEFITS YOU ENUMERATE BEEN RE_XIZED 
ELSEWHERE UNDER PRICE REGULATION? 

A. Yes. Price regulation has been found to have a number of favorable impacts. 

Resulrs from the U.K. have indicated the success of price-cap regulation irom the 

beginning. For example, in the first four years of its price-cap plan, prices for a 

basker of telephone services in the U.K. rose at a rate much lon7er than in France, 

(West) Germany and Italy where the telephone companies were still gove-xment- 

owned monopolies.* More recently, Oftel found that consumers have k e d  even 

bener under the current price-cap parameters than in the past. BT’s introductGon of 

discount calling plans has enabled consumers to reap benefits greater than those 

required by the price-cap plan.9 

The FCC, in its first review of price-cap regulation of the ILECs, estimated that the 

cumulative savings derived from the price-cap plan over the period 1991-1394 

exceeded $10 billion.10 The FCC found that ILEC prices had “decliaed 

significantly” under price-cap regulation compared to the starting rates in 199 1 .I* 

The FCC also found that during the first four years of price-cap regulation, ILECs 

made investments in new plant that exceeded the levels in prior years b7- over 4 

7 J o h n h g  and Harry M. Shooshan El, Currzn,o the Gordun Knot c$RateRebAnnng, prepared for h e  2 ? ~  - b u d  
Conference of the h l t u t e  of Public Utihties, “Reconchg Competition and Regulauon,” Wdliamsbcii, l - ~ r g i z r  
(December 5, 1997) 

Emhorn at 4. 

9 ofcd,pnCe Conr~ok linderRev~m.~: Future compehhvm~of UK TekcommuntcatwmMarkets @dy 19993 ai -2. 

10 FCC, In the Marrer of Pnce Cap Performance Review for Local Exchange Carriers, C C M e t  No. 9L!. Frnf 
Reporrand Order (reieased Aprd 7, 1995) ar $60 

11 Ibd. at 159. 

d 6 .  
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3 Den- snArvices.--' 

percex.:? Collectively, the ILECs filed tariffs for hundreds of ne%- s~T?-I;s, 

demoanrating that price regulation encouraged innovation and the deveiapenr a i  
. .. 

~ 4 The iact that more and more states are adopting price regulation ? 1 a s  d s o  

3 demonsrates that its successes are now generally accepted. 

6 Q. W K 4 T  ARE THE PARTICULAR ADVANTAGES OF THE APPRO-ACH 
7 YOU ARE RECOMMENDING OVER OTHER FORMS OF 

8 ALTERNATIVE REGULATION? 

9 A. 

10 

11 

12 

13 

14 

15 

16 

17 

18 

The need to move away from ROR regulation is not predrcated on the presenze of 

competition, but on the fundamental need to improve regulatory methods. The i a c  

that markets have been opened to competition only exacerbates the ?robleas 

associated with ROR regulation, as I described above. The FCC and some s2tes 

first rook incremental steps away from ROR to incentive regulation plans because of 
. .  the shortcomings of ROR, not because of the presence of widespread corn+ Qrltl O E  . 

1 .  The stares employed incentive plans that included features such as eamb-i e- S C L ~ ~ O  -b 

and specific infrastructure deployment commitments. These plans pioxilded 
- 7  incentives for the regulated company to become more efficient in order to --joy m e  

profits rhat it could retain over an extended period. These plans retained ez..&gs 

19 regulation, however. 

20 

21 

22 

23 

24 

25 priced. 

Over time, as regulators experienced success with alternative regulation p h  and 2s 

barriers to entry were removed, the trend has been to remove earnings regularion 

altogether. Of the 36 states that rely on price regulation, 35 states employ plzcs &at 

ConcenTrate, not on controlling the firm's earnings, but on providing 2 zoae of 

reasonableness (defined by a price-cap index formula) within which services cm- be 

12 Ibid. at 63. 
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In mJ- apinion, the Commission can benefit from other states‘ experience a d  
should bypass incremental steps by adopring a true price regulation plan. The 

~ 

I 3 increasing presence of competition in varying degrees in various m a r k s  cnly 

3 

3 

6 

enhances the need to move away from ROR. The plan I propose he- l e  meets rnat 

need, n-&le providing significant consumer protections and incentives i o r  C S 

WEST 70  increase its investment in the state. 

7 5 .  C O M P O N E N T S  OF T H E  PRICE REGULATION PROPOSAL 
____ __ - ..... -- -___-- 

8 Q. WOULD YOU NOW PLEASE DESCRIBE THE ESSENTLIL 

9 ELEMENTS OF YOUR PROPOSAL IN MORE DETAIL? 

10 A. 

11 

12 

13 

The proposal I have developed in consultation with the Staff focuses regulation on 

constraining prices rather than on the profits earned by U S WEST. I am proposing 

grouping services into three categories, or “baskets,” each of which would be 

subject to its own overall pricing rules or “price cap.” 

14 Q. HOW ARE THE THREE “BA4SKETS” STRUCTURED IN YOLX 
15 PROPOSAL? 

16 A. 

17 

18 

19 

20 

21 

22 

The basket structure I am recommending is contained in Attachment 1 to m y  

testimony. The first basket (“Basic/Essentid Retail”) consists of all services that U 
S WEST currently offers which have not been classified as “competitive” or which 

are not currently afforded flexible pricing. A second basket (“Essential Wholesale”) 

consists of all non-competitive “wholesale” services. These are the services &at 

competitors rely upon for their offerings, and include intrastate access, unbundled 

n e t ~ o i k  elements, local service resale and public payphone access lines. -4 third 
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Q. 

A. 

Q- 

baske: !“Competitive/-4dvanced”) consists of any existing services thar k - e  

classified as “competitive” and also includes those services for which U 5 TEST 

has obrained flexible pricing authority. ,\mong these services are Centres Ce_n----an, 

ATM Call Relay, VC‘ATS and certain message toll services. Any new packzge? 3: 

bundled retail offering would also be included in Basket Three as long as S e  I T - ~ O :  

components of the packagedhundled offering that are “non-competizT.-e z e  

available under tariff as a separate service in either Baskets One or r I - 5 ~ .  i o e  

avaiiability of the tariffed components provides a reasonable alternzzve ID: 

customers who do not want to take the new packages or bundles offerez 2:- U S 

WEST. New stand-alone retail services would also go into Basket TL-re. I-r, 

addition, services (including existing packages or bundles that are not c~-ren+.- 

classified “competitive” or subject to flexible pricing) couid be moved fro= Buket 

One to Basket Three (or withdrawn altogether) with the Commission’s q>xd. 

. .  - 
-. 

. -  

. .  

HOW WOULD A SERVICE BE MOVED FROM THE ‘%-ASIC/ 

ESSEhTLAL” BASKET TO THE “COMPETITNE/ADV,4YC€DF 

BASKET? 

Initially, a service could be moved once it is shown to meet the requirexxm of 

A.C.C. R14-2-1108. I would emphasize, however, that since the adoptioli or ZIL~S 

alternative regulation plan significantly reduces the risk to basic ratepa:-ers of a 

service being “misclassified” (basic services would be in a separate basket s+c to 

strict price limits and, therefore, would not be a source of cross-subsid:-,. 2 less 

rigorous test might be warranted once a price-cap plan is in place. For eza$e .  

under this plan the Commission might consider a service competitive if a: ;+s..K one 

competitor exists and no longer look at “estimated market share” of t h e  -.-z“im+s 

providers. 

A 

WILL YOU DESCRIBE HOW THE PRICES FOR EACH OF THE 

THREE BASKETS WILL BE ESTABLISHED? PLEASE START VTTH 

BASKET ONE. 
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10 Q. 

11 A. 

12 

13 

14 

15 

16 

17 
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19 
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23 

24 

25 Q. 

26 A. 

27 

28 

I 29 

Yes. Sizsket One will be subject to rn overall price cap and to some :nternd 

c o n s t r a m .  I propose capping all basic senices (which I define to inciuie: Fizt 

Rate Residential and Business Services. Two-and Four-Pany Sen-ice. E x c h a s e  

Zone Increment Charges, Lon- Use Option, Service Stations Sen-ice, Telephone 

Assisuxe Programs, individual PBX Trunks and Features, Caller ID Block. Toll 
B l o c k ~ g ,  900/976 Blocking. and Basic Listing Service) at existing prices ;or the 

initial period of the plan; that is, five years. Otherwise, prices within this basket 

could ‘ te  increased or decreased as long as the weighted average price les-e! for the 

basket a a whole is within the overall price-cap index. 

WH,4T ABOUT BASKET TWO? 

Initially, Basket Two consists primarily of intrastate access and UNEs/locd senice 

resale. These offerings would be governed by separate sub-constraints. I propose 

that inIrastate access prices be reduced by 20 percent per year from their initizl 

levels sa that by the end of the initial five-year period they are equivalenr to U S 

WEST’s interstate access charges at July 2000 levels. From that point on, I 
recommend that intrastate access charges be adjusted to “mirror” the interstate 

rates. Along with access, UNEs and local service resale are imporcant inputs for 

competitors, but are governed by the provisions of the 1996 Act and relevant FCC 
rules. Thus, while they may be appropriately placed in Basket Two, the plan I 
propose contemplates that prices would be established asrequired by federal 12%- 

and subject to the procedures already established by the Commission. Rates for 

other sexices, such as public payphone access lines, that are identified for Lyclusion 

in Basket Two, should initially be frozen at current levels subject to further rei7ie~7 

by the Commission. 

AND NOW FINALLY FOR BASKET THREE? 

Prices Tor services in Basket Three would qualify for streamlined rate T-Patment 

compzable to that provided for in A.C.C. R14-2-1109 and R14-2-1110. The re:& 

services contained in this basket could be priced at any level between a maximum 

specified in a tariff and a minimum of the total service long-mn incremen-d cost of 
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the sen-ice. Price changes within this established range would be permme2 a: ;:I- 

time as long as concurrent notice is provided to the Commission. 

Q. WHAT PRICE-CAP INDEX WOLID APPLY TO BASKET ONE? 

A. For Basket One, the price-cap index would be established in accordance =-E;? ?ZX- 
cap plans generally (including the FCC’s). It would be set based on inflatlox iess a 

adjustment for productivity (the so-called “X-Factor”). The weighted averge price 

level of the services within this basket must be less than or equal to the p5ce-czp 

index (“PCI”). For example, if U S WEST increases the price of a service assiFed 

to this basket and that price increase results in a weighted average price l e d  ab3i-e 

the PCI, then the price of other services in that basket must be reduced ti z~rder YO 
maintain the average price level within the bounds of the index. I note h,. are rsat ‘ 

those basic services within Basket One that are capped at their existing levels gohg 

into the plan could not be increased during the initial five-year term of the plm. 3u1 
could be decreased. The measure of inflation that is used in most price-czp plm- is 

the percent change in the gross domestic product-price index (“GDP-PI’;. i1 

To develop an appropriate productivity adjustment in the price-cap $an. =-e 

requested from U S WEST any productivity studies it has conducted.” K e  

reviewed the productivity study that U S WEST conducted for its ope- latiom ~II  

Arizona in response to SPR 003-001. For the years 1995-1998, following il;s non:  

recent rate case, we calculated an average productivity of 3.7 percent. We so.& 

14 The FCC switched from usmg the gross national product-price index (“GNP-PI”) to the GDP-PI ?c ITS r r a s  
of mterstate price caps when the Commerce Department ceased to provide h e  needed estunate oi  GAT-PI m 
1991 Economic reasons further supponthe use of GDP-PI. GDP-PI reflects only domestic p r o d u c o x  0iY.S 
and foreign firms wlthm the United States. See FCC, In the Matter of Pnce Cap Performance R e n s  for -24 
Exchange Carriers, C C  Docket No 94-1, F m t  Report and &der (released Aprd 7, 1995) at 7% 3C-35: 

1’ The measure of a company’s productivity is the percent change m the iario of the firm’s output 07. E: :x X T S S  

from one year 10 the next. Complex productivity calculations have been conducted that analyze z p u z  u d  
outputs on the basis of their quantiries and prices. Such complex stu&es are referred to as - t o d  2 ~ 3 :  
productivity” studes. Because it is Micul t  to conpare the units of “apples and oranges” ( r e ,  II11pu:es G~-SC. 

number of access hues, u t s  of labor or fiber d e s ) ,  produaiviry m&es often use merhods rhar con;zre =-la! 
oercent chanoes m the ratio of totd revenue fas a Droxv for ourouts) and total costs fas a DTOD* ic: ETLX 

STRATEGIC 
P-o-L.1 CY- - 

R E S L A K C H  
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r e m &  dara from U S VEST to further ;E\-estigate its producrlvity.1l Zizze r z s e  

data n-ere provided too late for us to a n a l y e  fully for use in this testirmnJ-. L- S 
1 WEST’S om-n study provides the only information available about the p io iu~: : -~- :~  

4 of its operations in Arizona. 
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We also researched the productivity adiustments of other states that emzioy ?<:e 

replaxion. The productix-ity a 

zero to 5 percent. The average productivitJ- adjustment used by these szates is 3.2 

percent.” Our analysis of orher states’ use of productivity suggests ~h2t L- S 

WEST‘S producrivity estimates are reasonable. In light of our research and md~-sis, 

I recommend that the Commission adopt a productivity adjustment that is based on 

the 3.7 percent annual productivity that U S WEST has achieved since the la: rzte 

proceeding in Arizona. To this historical productivity, I recommend thar &-e 

Co&ssion add a Consumer Productivity Dividend (“CPD”) of C.5 percsr .  

ReguiaEors include the CPD based on the expectation that the carrier v.-X acl2ei-e 

greater levels of productivity under pnce-cap regulation than under ROR ki order to 

ensure that some of those productivity gains flow through to consumers i? &e fxm 
of relaIive price reductions. Thus, I recommend a productivity adjustmenr oi  4.2 

percent based on a combination of U S WEST’S historical performace a d  a 

f o ~ - ~ d - l o o h g  CPD. 

___ 
20 6 .  BENEFITS OF T H E  PRICE REGULATION PROPOSAL 

21 Q. 

22 PROPOSAL BENEFITS CONSUMERS? 

WILL YOU PLEASE ENUMERATE THE WAYS IN WHICH YOLR 

16 SPR issued its E o ~ r t h  Set of Dara Requests re U S WZST onJanuary 24,2000. We fmdy  recei-.& 2 re?:_ 
late july, 20CC 

17 Tb enmare oued on SPR’s analysis of mformation conramed m J. Abel and Michael E. Clem=:;, “-+ -=e 
Series and Cross-Sectional Classificanon of Srare Re,daren Pollcy Adopted for Local Exchange Carn tx  ,, 
Divestiture to Prcsenr 119841998), Kational R e p l a t o n  Research Insrirure (December 1998). 
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A. h4y proaosal Kill provide man!- tangible benefits to consumers. Basic/ essenr:al 

retail seyices are governed separately from competitive/advanced sen-ice? a d  
wholes& services. The opportuniry to cress-subsidize among these senice groups 

is elimjlnated. Basic senice customers are thus protected from the possibiL?- of 

having ra  subsidize advanced/competitive and wholesale services. W‘hik ?ate 

rebalancing is an importanr objective, the mechanisms in this plan enscre rate 

stabili~y as rebalancing occurs over time. 

The proposed plan will include a five-year “hard cap” for those basic s=n-ices 

identified by the Commission Staff. As I have stated, this hard cap prevenz any 

increase in the prices of specified services over che five-year period. 

The inciusion of a productivity adjustment that embodies a CDP ensures thz: basic 

service customers also benefit from the efficiencies in U S WEST’S overall 

operations over the period of the plan. 

Consumers also stand to benefit from the creation of separate baskets for 

basidessential and competitive/advanced services. U S WEST now has incercix-e to 

provide innovative services and service packages, including pricing plans, thzr have 

not been available heretofore. 

Finally, in my opinion, competition will develop more efficiently through the 

implementation of this price regulation plan than under ROR. As a rebut, 

consumers can expect more choices from U S WEST as well as its competitors. 

Q. WILL YOU PLEASE EXPLAIN HOW YOUR PROPOSAL WILL 

PROMOTE COMPETITTON? 

The alternative regulation proposal I am recomrendmg will promote compcirion -4. 

in several ways. First, it will protect competitors against cross-subsidy far m3re 

effectively than traditional ROR regulation. IR short, any losses that U 2 TEST 
might incur in its competitive services cannot be made up by increasing b s i c  rates 

which are capped under this plan for five years. Second, because this p i a  n-ill 

permit U S WEST to do some rate rebalancing, it will produce more efficief-1 pzices 

which -ad, in turn, promote more efficient entry. Fhally, by affordm, - U S \Y’ZST 
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g r e z e r  Gexibiliry in offering and pricing new services and packages of s e r ? - i ~ s .  this 

plzn =-ill encourage more robust competltion and help ensure that the n i i x g  needs 

of cusIomers are mer in a timely fashion 

5 Q. ARE YOU AWARE OF THE PROVISIONS IN THE STATE 
6 CONSTITUTION AND THE JUDICIAL PRECEDENTS THAT H I T %  A 

7 B E - m G  ON THE COhlMISSION'S RATE-SETTING POLICIES? 

8 A. Yes. 

9 Q. DOES THE PLAN YOU ,4RE RECOMMENDING FALL TITHIN 
10 THESE LEGAL PARAMETERS? 

11 -4. Yes. 

12 Q. 

13 QuEsTION? 

14 A. 

15 

16 

17 

18 

ON THAT DO YOU BASE YOUR ANSWER TO THE PREVIOUS 

Although I am not appearing as a legal expert and do not represent m>-self as an 

expert on Arizona law, I have perused the relevant provisions of the State 

Cons5tution and the key judicial opinions and have discussed them with The legal 

Staf f  of the Commission. I am relying primarily on the opinion of the StxE 5121 the 

Commission has the discreEion to implement the plan I am recommending. 

19 Q. 
20 POSITION IX PENDING LITIGATION? 

ARE YOU AWARE THAT U S WEST HAS TAKEN A COhTlX4RY 

21 A. Yes. 

I 22 
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I I Q. WOLTD YOU ELA4BOfi4TE ON ’ITOUR TJNDERSTANDING? 

2 A. 

1 - 
4 

3 

6 

7 

8 

9 

10 

11 

12 

13 

Yes. S?ecifically, under the plan I ani proposing, services in Baskei Three 

(“Adnnced/Competitive/Nonessentid”) are flexibly priced. “Just and reu~nable”  

rates are determined by marketplace foxes. without explicit reliance on :he fair 

value oi U S WEST’S property in the SIate devoted to the provision oi ?ublic 

service. It is my understanding that U S VEST has taken the position &at the 

Comnission may not lawfully establish rates in any manner other than by reicrence 

to the iair value of a utility’s assets. U S TEST is objecting to the Comm3sion’s 

treatment of services offered by CLECs and is apparently seeking to have 21! ax-iers 

held to :he same reguIatory standards in Arizona. While I understand t h r  U S 

WEST has a number of services subject to flexible pricing today, the cocpm)-’s 

challenge to  the Commission’s authorit)-, if successful, could foreclose ado2rion of 

this plan or any similar price cap plan.’$ 

14 Q. 

15 

16 A. 

17 

18 authority. 

IN YOUR OPINION, WHAT ARE THE IMPLICATIONS OF U S 
WEST’S CHALLENGE OF THE CO-MMISSION’S AUTHORITY? 

As I suggested, the Commission should be caudous about approving the altexative 

form of regulation that I am proposing n-hile U S WEST continues to challenge its 

”c 

19 Q. 

20 

21 U S VEST’S LITIGATION? 

WHAT COURSE OF ACTION WOULD YOU SUGGEST TO RESOLVE 

THE CONSTITUTIONAL ,4ND LEGAL UNCERTAINTY RAISED BY 

22 A. 

23 

24 

I recoAminend that, as a condition to making the plan I am proposing effeah-e, E S 

WEST should be required to withdraw all pending litigation in which it is a ~laintifl 
I* 

~ 

seeking to have competitive pricing plans declared illegal in Arizona. SpecZcally, I 

19 I do not offer 2n opuuon on whether the Cornnuwon would be required KO elmmate the currendy z+no-nzed 
cornperkwe services tariff. but thar IS a distinct possibi~it!, 



~ 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

believe I-7 S VEST should move to dismiss all appeals from the :SPL'L;;LS:~ oi 

Cedicates of Convenience & Neces 

Comunission may la~&dly set initial rates without a fair value finding or n - n e : ~ ~  :ne 

Commission may ladully prescribe flexible rates by determining them tc be i-LK 2nd 

reasonable predicated on the existence of a competitive marketplace. -4s z T;LITxer 

condition, LJ S WEST should agree not to pursue similar litigation durmg ;n 

of a price cap plan. I am advised by Staff that conflicting decisions have been rssLed 

by the Superior Court in similar litigation over these issues. Thus, I reco_?.i=il=zL as 

a final condition, rhat U S WEST should agree to intervene in suppon 3: m e  

Commission in any-litigation filed by any other party challenging the C o m s G m ' s  

authority to adopt a plan such as the one I am proposing. 

here the issue raised is m-he:k 
f .  1 

- 1  

- .  

8.  SERVICE QUALITY IMPROVEMENT 

Q. ARE YOU AWARE OF THE COMMISSION'S CONCERII'S -4BOLT 
EXISTING SERVICE QUALITY PROBLEMS INVOLVING 'LI S W€ST'S 
OPER4TIONS IN ARIZONA? 

A. Yes. The problems are apparently quite serious and I applaud the Coamiss ix  ior 

addressing them aggressively. I should point out, however, that these problems 

have arisen under traditional ROR regulation. 

Q. ISN'T IT TRUE THAT UNOER A PRICE REGULATION PT4\-. -4 

COMI"Az\Ty MAY HAVE THE INCENTIVE TO REDUCE SERTTCE 

QUALITY TO INCREASE ITS PROFITS? IF SO, THEX PLEASE 

EXPLAIN HOW YOUR PROPOSAL WOULD IMPACT THE SERT-ICE 

QUALITY ISSUES. 

A. Under price regulation plans generally, companies have the incentive r~ k , ,e  

more efficient. One risk is that they will seek to eliminate costs and increase zrz5r;s 

by reducing the quality of service. for example, by laying off instdatioc z l l C  rz~ziir 

technicians. While such actions may prove productive in the long run. esspecic;- 2s . -. 
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firm face increased competition. there may he some short-term risk that :hf q.;$iq- 

of s e ~ x e  - especially- for the non-competitive offerings in Basket One - codd be 

adyersziv affected. Other regulatory bo& that have adopted price regdzzon have 

had to  deal with this potential problem. If the Commission is concerned about 

offseEixg this incentive to reduce sen’ice quality-, it can build penalties i n ~ o  This 

altei-nzrive regularion plan tied to improving and maintaining quality of se3-ice. 

7 Q. SPECIFICALLY, WHAT WOULD I*OU RECOMMEND? 

8 A4. 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

To enmre that service quality does not deteriorate in the future, the Commission 

could ?ut U S WEST on notice that there wii1 be an additional offset to :he price 

cap if IJ S WEST falls below required quality-of-semice standards in the previous 

year. Such a service quality offset would be used if U S WEST’S overall service 

qu&q- were to decline based on the criteria in all areas of the current serc-ice q d p -  

tariff: (‘1) access to repair and business offices; (2) held orders; and (3) out-of- 

service repair times. In light of the Commission’s continuing concerns about U S 

WEST‘S current service qualiy problems, a n  initial offset may be warranted at &IS 

time. The Commission can review the company’s performance after one year and 

decide whether to remove the initial offset, reduce it, maintain it or  increase it, 

depending on the company’s performance. While it may be necessary to  assess 

penalries to correct existing problems’g and to employ an additional productivity 

offset to protect against any overall degradation in service during the term of a 

price-cap regulation plan, I want to emphasize my beIief that the dternative 

re,da~ion plan I am proposing will create positive incentives for U S BEST to  

improve its performance, especially by making the necessary new investments in 

plant and equipment. 

19 We agree with Urilitech that U S WEST should not trear service quality penalries as allowable ex?eascs for 
ROR purposes. 5:. Testimony of Michael L. Brosch. 
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1 9. INVESTMENT INCENTIVES 

2 Q. 

3 

3 

3 
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7 A. 

8 

9 

10 

11 
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14 

15 

16 
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18 

19 

20 
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BEYOND PROVIDING THE APPROPRIATE INCENTITFS - i S D  

PENALTIES FOR U S WEST TO MAKE THE INVESTMESTS 
NECESSARY TO IMPROVE SERVICE QUALITY, DOES I-@LR 

ALTERNATIVE REGULATION PROPOSAL ACCELEKATE 

INFR4STRUCTLJRE INVESTMETU’T? 

In general, this alternative approach to regulation gives U S WEST 2 grezte; 

incentive to invest since it, like its competitors, can price advanced, cornpaizi-e. a d  
non-essential services (including new service packages) “to market.” as I 

explained earlier, this approach can also be expected to promote more ror?-Lst 

cornperition with the result that all suppliers of telecommunications sez-xes d l  

invest more than they otherwise would. Finally, alternative regulation plans 
states often include specific commitments to make accelerated invest==z:s in 

certain rypes of infrastructure. Typically, these commitments are propose, 3:- :he 

companies when they propose an alternative form of regulation. Since U S %ZST 
is not seeking alternative regulation in this proceeding, it has understanG3:- dlaae - 
no such commitment. I would note, however, that the company is free -3 make 

such a specific commitment at any time during this proceedizg and rrzghr be 

encouraged to do so by the Commission. Such a commitment could b%&:- be 

focused on specific investments needed to upgrade service quality and e i x x  n e  

reach of its DSL deployment. 

. .  

q -  

‘ 1  

10. CONCLUSION 

23 0. COULD YOU PLEASE SIBIMARIZE YOUR TESTIMONY? 

24 A. 

25 

26 

. .  
Yes. L S WEST proposes a plan that effectively retains ROR replatioz ZZLT t n c s  

fails ro provide effective safeguards against cross-subsidy, incenrives io: szn-ice 

quality improvement or incentives for infrastructure investmenr in A--k;-a. u 1 - - r  

> *  
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3 - 

9 A. 

10 

. .  
V-EST’s Froposal would be cosdy to adminisrer and oversee. It also carries x z n  it 

an SSS -zillion increase in basic service rates. 

1 -  In tne ;Iremative, I have presented a price regulation plan that can pre\-er,I ZCISS- 

subsii is .  creates incentives for sen-ice quality improvement and s::r;?daEes 

I a m  

recorxending has concrete benefits for consumers of both basic and adx-aced 

services. rncluding a fn-e-year cap on basic service. 

infrurrxrure  investment by U S VEST. Finally, the price regulation p-2~1 1 

DOES THIS CONCLUDE YOUR TESTIMONY? 
. .  

Yes, i; mes. 



I 
Price Cap Plan for US West Proposed by SPR on Behalf of ACC Staff 

Proposed Initial Service Baskets 

Note SPR's categonzarion of services among the baskets IS based on discussions that we have held wtn 
ACC Staff througnout this process 

STRATEGIC 
P-0- t  L G Y -  -- - 

R L <  E A R C  H 



I .  

V I T A E  OF 
H A R R Y  M. SHOOSHAN 111 

Received a E.-\. wzgna cum Laude from Harvard University in Government and a j . 9 .  hn 
Georgetown University Law Center. 

Before co-founciing Strategic Policy Research, Inc. (“SPR”), Mr. Shooshan served for eleren 
years on Capito; Hill. He uras chief counsel and staff director of the Subcommittee on 

reform the na5on’s communications laws. 

Mr. Shooshm sxcializes in communications public policy analysis, regulatory reform and 
the impact of rim‘ technology and competition. Me also advises on business straqies a d  
market oppoLzcnities. 

Mr. Shooshan is h e  author of numerous studies and articles dealing with various vpects of 
the video mzkeTplace, including the transition to digital television and the impact of the 
Internet. He is one of the nation’s leading authorities on telecommunications infr2.c q w n z y e  
and its relationship 10 economic development and t o  the global competitiveness of U.S. 
businesses. 

Mr. Shooshan coordinates SPR’s telecommunications and electronic mass media pracice in 
Europe and h u  advised clients in the United Kingdom, Canada and the Caribbean. 

Mr. Shooshm has testified before several congressional committees, before the Federal 
CommurUcatioas Commission (“FCC”) and several state commissions. He has also twGed 
as an expert a?:ness in litigation concerning broadcasting, cable and wireless cable, and in 
proceedings before the Copyright Arbitration Royalty Panel concerning saxeke 
broadcasting. 

Communicatiox, US. House of Representatives and was active in congressiona! ci 4 OITSIO 

From 1976 to 1991, he was an adjunct professor of law ar Georgetown Universiry Lzv; 
Center, teaching regulation and communications law. 

EDUCATION 

GEORGETOWN UNIVERSITY LAW CENTER 
J.D., Comunications Law, 1975 

H A R V A D  COLLEGE 
B.A., Government, magna cum Laude, 1968 



EMPLOYMENT 

1992-Present 

1989-1992 

1980-1989 

1975- 19SO 

1974- 1975 

1969-1974 

STRATEGIC POLICY RESEARCH, INC. - Bethesda, hlzr1.12z13 
Prznczpal. Telecommunications and public policy consultlng serrices :or a 
variety of clients in the telecommunications industry. 

Washington, D.C. 
Vzce Preszdent. Telecommunications and public policy consulting se3-ices 
for a variety of clients in the telecommunications industry. 
SHOOSHAN &JACKSON IKC. - Washington, D.C. 
Prznczpal. Telecommunications and public policy consulting seT-ices for a 
variety of clients in the telecommunications industry. 

SUBCOMMITTEE ON COMh'IUNICATIONS, 
INTERSTATE AhTD FOREIGN COMMERCE COMMITTEE. 
U.S. HOUSE OF REPRESENTATIVES - Washington, D.C. 
ChzefCounseL/StdffDttor. Legislative, oversight and investigating a5viues 
relating to  telecommunications. 

SUBCOMMITTEE OhT COMMUNICATIONS AND POSZR: 
INTERSTATE AND FOREIGN COMMERCE COMMITTEE, 
U.S. HOUSE OF REPRESENTATIVES - Washington, D.C. 
StaffDirector. Legislative, oversight and investigating activities relating to 
telecommunications and energy. 

U.S. HOUSE OF REPRESENTATIVES - Washington, D.C. 
Admzntstrdtzve Asszstant to the Honorable Torbwt H M a c d o d .  Lqslatix-e and 
political coordination and suppon. 

NATIONAL ECONOMIC RESEARCH ASSOCIATES, 11-C. - 

PROFES SIOhTAL ACTIVITIES 

Member, Federal Communications Bar Association. 

TESTIMONES 

Testimony before the Pennsylvania Public Utility Commission on b e h a  of Bell 
Atlantic - Pennsylvania. June 26, 3000. 

Testimony before the Board of Public Utilities in New Jersey on behalf of Bell 
Atlantic -New Jersey, BPU Docket No. TO99 120934. May 17,203C. 

Testimony before House Public Utilities Cornminee, General Assembly of Ohio on 
Subsition House Bill 314 on behalf of Ameritech Ohio. April 12, 2322. 

--STRATEGIC 
P-0-L-1 c Y 

E A K C H  



. . . -  - 
Surrebnzal testimony before the Illinois Commerce Commission on PEXX . I  3: 

Ameritxh Illinois. Docket No. 98-086C. Ameritech Illinois Ex. 5.2 (Sho3snz- . 
April 36. 2000 

Rebuttal testimony before the Illinois Commerce Commission on heI?a~zlr 31 
Ameritrch Illinois. Docket No. 98-0860. Ameritech Illinois Ex. 5.1 (Shoaskx’i. 
March 1. 2000. 

.- - 

Be&-%s of Access: Consumer Control, LowerPnces,Expanded Investmm:rns’-kz 
Jobs. Tesrimony on behalf ofthe OpenNET Coalition. Presented before the ?b.se 
Cornminee on Consumer Affairs of the General Assembly of Pennsy-lx-ziz. 
Hearing on House Bill No. 1516. Harrisburg. Pennsylvania. December 14.1??9. 

Testimoay on “open access’’ before the City Council. Buffalo, New York. Ocie3er 
28, 1999. 

Testimony before the Illinois Commerce Commission on behalf of Amen~tcn  
Illinois. Docket No. 98-0860. Ameritech Illinois Ex. 5.0. March 12, !??9. 

With Peggy L. Rettle and Joseph H. Weber. Affidavit filed on behalf of a M k m s ~ r z  
Telephone Association. CC Docket No. 98-1. March 6,1998. Response rs SLCC OTr 

Minnezoia Reply Comments. December 22, 1998. 

Expert Report (Exclustvizy Over Competitiow Isje Conseq~cesfor  Mznneiizj . GeJ 02 

behalf of Minnesota Telephone Association in Minnesota Equal Access h-em-xk 
Services, Inc. et al. v. State of Minnesota, et al. Minnesota District Court. Seccnd 
Judicial District. November 3, 1998. 

Direct testimony on behalf of Bell Atlantic - Pennsylvania, Inc. Fer a 
Determination that Provision of Business Telecommunications Sen-i,a -’a- fi - 
Competitive Service Under Chapter 30 of the Public Utihy Code. CC D o f k  1-9. 
P-00971307. February 12, 1998. 

Testimony before the Library of Congress, United States Copyright O&e. 
Copyright Arbitration Royalty Panel. Presented on behalf of the Sareliite 
Broadcasting & Communications Association. In the Matter of 1996 S a d i I e  
Carrier Royalty Rate Adjustment Proceeding, Docket No. 96-3 CARP-SRA. 
December 2, 1996. 

. .  

a 

Testimony before the Committee on Commerce, Science, and Transponarioz. US. 
Senate. Regarding Federal Communications Commission Oversight and Refo-?-,. 
March 19, 1996. 

Testimony before the Office of the King County (Washington) Hearing E x x ~ k e r  
in the Matter of Renewal of King County Television Franchises of TCI Cabieiismc 
of Washington, Inc. On behalf of King County Office of the Prosecuting ? L ~ o ~ ~ - i .  
July 14, 1995. 

Testimony before the Alabama Public Service Commission. On behalf of BrllS~rA 
Telecommunications, Inc., d/b/a South Central Bell Telephone Cornpan>-. D x k ~  
No. 2 4 7 2 .  June 14, 1995. 

Testimony in Turner Broadcasting System, Inc., et d, Plaint@, v. Fedwal Comminzmm? 
Commzssion, et al., Defendants. United States District Court for the Dis-zm,-r 3f 



Colurr_-ia. Docket No. C.A. No. 92-34: (and related cases C.A. NOS. 9;-2222.92- 
2191. $2-3495, 92-2555) (TPJ) Expez's Report filed April 21. 19-95. Espen 
Deciarzaon filed May 25, 1995 

Wlth Calvin Monson. Testmony before :he Tennessee Public Service Conmission, 
hquin- for Telecommunications Rulemaking Regarcing Competition in rihe Local 
Exchzge, Docket No. 94-00184. On behalf of BellSouth Telecommunicitions, 
Inc., d/b/a South Central Bell Telephone Company. June 17 and Aup-t 17-15. 
1994. 

Testimony before the Tennessee State Senate re: Senate Bill 2758 concer?-mg local 
compeurion. March 29, 1994. 

Testimony regarding the significant competition for services offered by local 
exchange carriers before the Louisiana Public Service Commission. On behdf of 
BellSouth Telecommunications, Inc. d/b/a South Central Bell Telephone Company. 
Docke; No. U-17949-D. January 31, 1994 and September 21, 1994. 

With John Haring. Testimony re: competitive safeyards. Before the Canadian 
Radio- television and Telecommunications Commission. On behalf of Sprint 
Canada in connection with Telecom Pgblic Notice CRTC 92-78, Rel-ieri of 
Replztory Framework. November 25, 1993. 

With Jeffrey H. Rohlfs. Evrdence ofstrate~croltcy Researc~, Inc. Before the Canadian 
Radm-television and Telecommunications Commission. Prepared for Call-Ket Tele 
communications, Ltd. in connection with Bell Canada, General Increase in Rates, 
1993. May 10, 1993. 

Direct iestimony on behalf of Central Telephone Company of Illinois. Before the 
State of Illinois, Illinois Commerce Commission in Docket No. 92-3211, 
Implementation of Section 13-507 of the Public Utilities Act, as amended by P.A. 
87-856. April 19, 1993. 

With John Haring. Submission to the Canadian Radio-television and 
Telecommunications Commission. Prepared for Call-Net Telecommunications, 
Ltd. in connection with Telecom Public Notice CRTC 92-78, Review of Regulatory 
Framework. April 13, 1993. 

WithJohn Haring and Jeffrey H. Rohlfs. Efficient Regulation of Basic-Tier Czble 
Rates. Expert Report prepared for National Association of Broadczsters in 
connection with the FCC's rulemaking proceeding on cable rate regulation (MM 
Docket No. 92-266). January 26, 1993. 

Exper_ testimony on cable and wireless cable markets on behalf of Microband 
Corporation of America and TA Associates in SI Stern, James Simon and Bela 
b m u t w n . s , I n c  v. M D S A q u 2 n m  G n - p r a R o n , M h b a n d w m 4 A - a n d  
TA Assoczates, 87 Civ. 4505 (RJW (U.S. District Court, SDNY), statemeni filed 
November 18, 1992. c 

Statement on S. 1200, The Communications Competitiveness and Infrastructure 
Mode-% zation Act, before the Subcommittee on Communications, Conminee on 
Commerce, Science and Transportation, U.S. Senate, Washington, D.C. February 
28, 1992. 



Affidavit, “An Analysis of ‘A Staff Proposal for the Regulation of Lxg t  
Exchange Telephone Companies’,’’ prepared at the request of the Ohio T P i z ~ h x x  
Association. January 7, 1992. 

Testimony regarding: “Alternatives to Rate-of-Return Regulation: Re?da:$xy 
Modernization in the States,” before the SenaIe Select Commir-ee an 
Telecommunications Infra structure and Technolog, Senate of the State of L?bio. 
Columbus, Ohio. April 25, 1991. 

Statement regarding the telecommunications infrastructure before the SenzIe Select 
Committee on Telecommunications Infrastructure and Technology, SenaTe of the  
State of Ohio, Columbus, Ohio. February 28, 1991. 

Testimony on the economics of the financial interest and syndication rules DeIore 
the FCC on behalf of Fox Broadcasting Companj-, en banc hearingh thPffLz:;p.r. .,’ 
Evaluation qftbe Syndication and Fznancul Interest Rules, MM Docket No. ?2-?62. 
December 14, 1990. 

Testimony on the importance of network modernization and on the bene& of the  
“Intelligent Network” before the New York Public Service Commission 03 behalf 
of New York Telephone Company. August 1, 1990. 

Statement on “Media Ownership: Diversity and Concentration” before T h e  
Subcommittee on Communications. U.S. Senate. June 2 1, 1989. 

Testimony on Fairness Doctrine before the Federal Communications Cormision-  
1984. 

Statement on the Telecommunications Act of 198 1 before the Subco&xer on 
Telecommunications, Consumer Protection and Finance. US. House of 
Representatives. March 10, 1982. 

Statement on Diversity of Information Sources before the Subcommirree on 
Telecommunications, Consumer Protection and Finance. U.S. House oi 
Representatives. September 15, 1981. 

. -  

PUBLICATIONS 

With Martin Cave. “Media and Telecoms Regulation in Converging M-E~~ZS.’’ 
Chapter 4, The Regulatory Challenge, in e-bntanniu: the communications ve;.oixzzon. 
University of Luton Press. Copyright 0 2000. 

With Peter Temin. “Telecommunications in the 20th Century.” Prepzrea TOT 

Telecom and Electronic Media Industry Insights. February 23, 2000. 

With Joseph H. Weber and Peter Ternin. MaCable.com: Closed v. Qen MoG&\&- th 
Broadband Inrernet. Prepared for the OpenNET Coalition. October 15. 1999. 

With John Haring and Margaret L. Rettle. Economic Analysis of the FCC: PrFoIed 
Policy of “ForcedAccess’Yor CLECs to Pnvate Buildzngs. Prepared for the R-2 -iccss 
Alliance [a coalition of national rea! estate industry associations] for su‘smssion 

1 -  



before Federal Communications Commission in VT Docket NO. ‘‘-‘I- 2:d 
C C  3 d e t  No. 96-98. August 27, 1995. 

Biith jDnn Haring. LPFM: Bt. Drea: to  Consumer Welfare. Prepared on L”LL,I - af 
the Szaonal  Association of Broadcasters for submission before the i.&=id 
Corxmmications Cornmission. In tbeh1ar:crof Creation ofa Low PowerRriLi:~ k . z e .  
Mhl. Docket No. 99-25 and RM-9208, R\4-9242. A u p s t  2, 1999. [Indude? 2s 
AppeaSis C to Comments of the Nat:onsl Association of Broadcasters.] 
“A hiodest Proposal for Restructuring the Federal Communications Comyljsi2n *’ 

Federa; Communications Law journal, h fay 1998. 

With j o b  Haring. Lo& Telecommunutwns Competition andDereg&twn. -&:xsz~ d7e 
U.S. _’doiz’el. Prepared for the 30th Annual Conference of the Institute of Prr3lic 
Utilities. W-illiamsburg, Virginia. December 10, 1998. 

With john Haring. n e  Emperor ‘I N m  Cloth: Regdutwn -atbout a R a t w d .  ?repzed 
for submission before the Federal Communications Commission, In  the -~ILxz-- of 
1998Bic.slmlalRegtilatoyRm- Retwmo/’ti3e Commzsswn ?Broadkt h f s ; ? F S i i : J h  
and0kRzhAdoptedPursMant  to Sectwn 202 ofthe TelecommunicdtwnsAc~fi?~~, 1 M  
DoLke~ No. 98-35, jotnt CommentsofFx Television Statwns, Inc. and USA B r o m k x ~  
Inc., -4rcachment A. Filed July 21, 1998. 

“The -L-gument for a One-Person FCC.” Legal Times. June 15, 1998. 

‘‘WiiTelpSs as Competitor: An Unconventional View.” Wireless Week. June 8. 19?8. 

Wi&jo:in Haring. Cutting the Gordun Knor oiJRate Rebaidnnng. Prepared for the 25ii 
Ann& Conference of the Institute of Public Utilities, “Reconciling Corqet i5on 
and Regulation.” Williamsburg, Virginia. December 5, 1997. 

With John Haring, CaIvin S. Monson and Jeffrey H. Rohlfs. Rqfanng ComLDeti5-Je 
Ban5 mith Competitive Safeguards: ne Role oflmputation. Prepared for BeZSomh. 
October 15, 1997. 

Trozblzng Ironies and Inconsistencies: The MWBTMerger.  February 25. 1997. 

With john Haring. Focustng On the “SuccesMode”: A CasefirDmegufating -Litzonal 
Broadcrrr; Tekvzsion Ownership. Prepared on behalf of Fox Broadcasing Compii:- for 
submision before the Federal Communications Commission, Dockets FCC 9&35, 
96- 437 and 96-438. Filed February 7, 1997. 

Wrh John Haring. Rmov tng  Regukztoy Bam‘ers to Stronger Local Televiszm Sr%e. 
PreDz-ed on behalf of Home Shopping Network for submission before the F e d d  
C o k u n i c a t i o n s  Commission, Dockets FCC 96-436, 96-437 and 96-438. F%d 
Feb-xz-j- 7, 1997. 

With j ohn  Haring, Charles L. Jackson and Jeffrey H. Rohlfs. n e  Benefts o J C j o ~ m o p ’  
FCCSDerification ofan A TVStandard. Prepared on behalf of Capital Cities/-k3C, 
Inc.. CSS, Inc., Fox Television Stations, In;, the Association for Maximuz- Ser.ice 
Telwision, the National Association of Broadcasters and National B r o a d c s k g  . .  
C o n ~ a y ,  hc. ,  for submission before the Federal Communications Comiissior. in 
theN&m ofAdvanced Television Systems and Their Impact Upon the Existzng ?e,k:Tkn 

. . -  



ARIZ 0 N A c 0 RP O R A  TI OK c 0 hf \I 15 5 J 0 S 
TESTIMONY OF HARRY M. SHOC_CX.:.\ III 

ATT.ACHME9T ?, A U G U S T  c. I2i"C 
STRATEGIC P O L I C Y  RESE.ARCE. :sc 

B r o a ' k  Srzce .  &&I Docket KO. 87-265. Rqly  Commtc o J S t r a t e g t c P o l z c ? ' R ~ ~ . ~ ~ ~ ~  07: 

the Commission kF$b Furthel-hbtice ofP~oposedRulmking. Filed ,4u,~: 13. 1996. 

~ 

W-ith John Haring. The Role ofResale in Esiablzhing Local Competition. J&- 1. 1990. 

With Ross M. Richardson. Comments on Hfitfield Strid?. Prepared on bzh& of 
BellSouth for submission before the Federal Conununicatlons Comrmssioz. 1;: :bl;t7 
Matmq:iinplwnenmion of U;eLoc$ CompefitwnPraznno?zs in the T e l e c o m r n u n m i - ~ c  of 
1996. C C  Docker. No. 96-95. Reply Comments. Filed May 30, 1996. 

With Jeffrey H. Rohlfs, John Haring and Calvin S. Monson. Interconnec::or; irnd 
Economic Efjtczency. Prepared on behalf of BellSouth for submission befare the 
Federal Communications Commission, In theMatter oflmplementation of& Locai 
Compeiiiion Provisions in the TelecommunicationsAct of 1996. CC Docket N e .  96-98. 
Cornmenis of BellSouth. Filed May 16, i996. 

With John Haring, Jeffrey H. RoHfs and &sten M. Pehrsson. Public Hamr C-zque 
to Satellite Specgrum Auctions. A study prepared for the Satellite Industry Asshiazion. 
Il/larch 18, 1996. 

With Jeffrey H. Rohlfs and Calvin S.  Monson. Bill-and-Keep: A B a d S o k o r  io a 
Non-Pfoblem. Filed before the Federal Communications Commksion, In the-'4izirm-OJ 
Interconnection Between Local Exchange Gmws and Commercud Mobzle Rad'- LO S w c e  
Providers (CC Docket No. 95-185) and Equal Access and Intercorneaion 
Obligarions Pertaining to Commercial Mobile Radio Service Providers (CC aocket  
No. 9-4-54). Attachment to the Comments of the UniEed States T e i e h o n e  
Associazion, March 4, 1996. 

With John Haring. LocalPwspecttvesonLocalrmz in BroadcasttngandtheAdvwsehpzctoJ 
Satellite DARS. Prepared on behalf of National Association of Broadcurers for 
submission before the Federal Communications Commission, In the A~LLTW of 
Establishment ofRulesand Policksfir &Digit$Azdw Radio Satellite h e  271 & 2310 
2360 MHz Frequency Band. IB Docket No. 95-91, GEN Docket No. 90-357, PP-24, 
PP- 86, PP-87, Attachment 1, Commentscftbe NatwnalAssonatwn OfBroadCat. Filed 
September 15, 1995. 

With John Haring and Jeffrey H. Rohlfs. DrraMitieS c f C o n t z n d A ~ m e t +  R q ~ L ~ t w n  
ofAT&T. Prepared for AT&T. June 30, 1995. 

With John Haring. A Numerator in Search ofa Denominator. Prepared for Fox Broad- 
casting for submission at the Federal Communications Commission, In t h e ? d c i i o f  
Review ofMultiple Ownership Rules. May 17, 1995. 

With John Haring. Budding a Better Video Mousetrap. Prepared for BellSou5 May 
1995. 

With John Haring. B e  Evolvzng ElectronicMedu Marketplaceand theDmolvzng PGse f vr  
Broadcast Ownership Restnctions. Prepared for Fox Broadcasting. March 23. 1995. 

With Calvin S. Monson. Multimedia Access: Trends andlssues in the UnztcG'Sizies. 
Prepared for British Broadcasting Corporation. February 10, 1995. 

With John Haring. Unzversal Competztion in the 
Eight Ctrstomer Perspectives. Prepared for Bel 

Telecommunicatwn: k3ca: 
. February 8, 1993. 



S. Monson. .ModernizmgReguLation in a Changng Environmenr. Prqt izd 
for BeI!South. June 20, 1994. 

KilthJefireY H. Rohlfs. DiverslJicatzon and Growth: Achzeuing Synergies in <.:; G.bbd 
En:~~znmwrt/Injb,mation Economy. Prepared for Rogers Comm~catiox-s. hc. for 
submission before the Canadian Radio-teievision and TelecommuG-- Lations 
Comiission. May 12, 1994. 

Vi& Jeffrey H. Rohlfs “Xew investment and the replatory climate.’‘ i e.?*?ony. 
May 2. 1991. 

Wjirh John Harmg. Tools To Compete: Large Customer Perspectives On The -\eeiFor 
Regt i ismy Change In  Ohto. Prepared for Ameritech - Ohio. Februa? 1994. 

With John Haring and Jeffrey H. Rohlfs. Regukzto?y Refnnfir the I n f o m r z o n  Age: 
Proczdzng the Ksion. Prepared for southwestern Bell Telephone Cornpan);. J ~ ~ u a r y  
11, 1994. 

With john Haring and Jeffrey H. Rohlfs. Be US. Stake in Competitive GlobL T e k o m -  
munxattons Services: The Economic Casejbr Tough Bargaining. Prepared for -\T&T. 
December 16, 1993. 

With John Haring and Calvin S. Monson. Regulatory Modwnizatzon: Aniz l j~ssand 
QtxwnIjbr the Iowa Utzlzttes Board. Prepared for the Iowa Utilities Board. Oaober 8, 
1993. 

With Calvin Monson. n e  Importance ofLocal Exchange Carrier Entry intoF’cona1 
Commirnzcatzons Smzces. Prepared for Cincinnan Bell, Inc., Denver and Epkax  Tele- 
phone Company, Illinois Consolidated Telephone Company, L u h - C o m o e  
Telephone Company, North Pittsburgh Telephone Company, Peoples Telephone 
Company and Southeast Telephone Company for submission at the Federal 
Communications Commission in Ex Parte Presentation, GEN Docket KO. 9C-3 14, 
ET Docket No. 92-100. September 9, 1993. 

With John Hanng. fiee to Compete: Meeting Customer Needs in thepmutnon cyr& PY&U 
Network. Prepared for Southwestern Bell Telephone Company for submission at 
the Federal Communications Commission in Notice of Proposed Rulemaking. In the 
Ma~x$ExpanddInterconmnect2on wzhLoull Tekphone GnnpanyFdzhes, CC Dcckc No. 
9 1-14 1, Ex Pane Presentation of Southwestern Bell Telephone Cornpay, 
Attachment A. June 11, 1993. 

Co-author. A New S o m l  Compact: Adaptzng Regulation to Meet Ohto 2 A-ed/oTan 
AdaancedIn fmt ion  Infiastmcture. Repon and Recommendarions of the Eue XDbon 
Pane! on Ohio’s Telecommunications Future. April 26, 1993. 

ISDA-and the Public Switched Network: Buildzng an “Opwl Pla@nn. I’ Prepzed for Bell 
Atlmric. July 17, 1992. 

Wick L s e n  Pehrsson, eta/. ELectronzc Hzghways: Provding the Telecomnzr io;is;zons 
Infrasrructure for Pennsylvania’s Economic Future. Prepared for the Pennq-lnnia 
Cha.mber of Business and Industry jointly by NERA and Price W-aterho-se. 
Deccnber 19, 1991. 

- .  - 



_ I  

\Sl‘lth John Haring. Competittol? ana‘ Comumer Weyare in Long-Dzstance - ,PZ:O~:- 

n~unic.z:tons. Prepared for ATSrT for submission at the Federal Commu~~cations 
Com.il?ssion in Notice of Proposed Rulemalung, I n  the Matter of Competir:3r IT :he 
Intersz:e Inter exchangeMarket. CC Docket NO. 93-132. May 15, 1991. 

With John Haring and Jeffrey H. ROUS. ZIC Competittw Impact of the P ~ o p o ~ ~ ~ h ~ f l  
betwem f i m n c d  News Netzvork andConstrnzw~L‘ezc/sandBzFFiness Channel. Prqarea tor 
the Don- Jones/Group Uii’ Partnership for submission to the Feder2 Trade 
Commission. April 11, 1991. 

With Joim Haring. Many Solutions in Search ofa Single Problem. Before the Federal 
Communications Commission on Behak of Fox Broadcasting, In the 111c5~ier of  
Evalzatzon of the Syndicatton and Financudlnterest Rules, MM Docket No. 93-162. 
Waskington, D.C. November 21, 199C. 

Modernizzng Telecommuntcatzons Must Be a Top Economic Priorzty. Presented at zhe 
Northeast-Midwest Leadership Council Dialogue, sponsored by the Kozheast- 
Mideast Institute. Washington, D.C. October 8, 1990. 

With John Haring. Rules in Search ofdRatrode. Before the Federal CommcnicaGons 
C o k s s i o n  on Behalf of Fox Broadcasting, In  the Matter ofEvaluatzon of& S y d z -  
catton and Financzal Interest Rules, MM Docket No. 90-162. August 1, 1990. 

With John Haring. The Absence ofa Coherent Public Polzcy RatzonalehrAp->zng the 
Fin/Syz Rules to Fox. Before the Federal Communications Commission on Behalf of 
Fox Broadcasting, In tbeMattercfEvdzutwn c f ~ S ~ ~ t w n a n d F i n a n n a l I n ~ ~ R v ~ - ,  
MM Docket No. 90-162. Washington, D.C. June 14, 1990. 

With John Haring. “An Over-the-Air Broadcasting Commentary..’’ B-fo&ca:zng 
Magazine. May 7,  1990. 

With Jefirey H. Rohlfs. Telecommuntcatiow Infiastructure, Produtivzty, andEcmomic  
Development. Prepared for the United StaIes Telephone Association. Washington, 
D.C. April 9, 1990. 

With John Haring. Broadcasting and TeLecommunlcdtwns Infiastnuture. Prepare3 for the 
National Association of Broadcasters. Washington, D.C. April 1990. 

With John Haring. H ~ t b e  FznanclalIn~~tandSyndtcatwn RulesRestrict~ Grmi of 
N e w  Broadcast Networks. Before the Federal Communications Commission 03 Behalf 
of Fox Broadcasting. In theh4atter ofAmendment of 47 CER. 73.658@(1j~and&), 
the Syndzcation and Fimncidl Interest Rules, BC Docket No. 82-345. Washingon, D.C. 
March 5, 1990. 

“Telecommunications Modernization and the Nation’s Infrastructure: Charting a 
New Course for Regulation and Public Policy in the United Srates.” Presented at 
the 2 1“ Annual Williamsburg Conference. Williamsburg, Virginia. December 1 I- 
13, 1989. 

“Reforming Regulation of Local Exchange Carriers or It Is Broke, So Lez‘s Fix It!” 
Presented at the National Economc Research Associates, h c .  Telecommwications 
In A Competitive Environment Seminar. Scottsdale, Arizona. April 15, 1989. 

1 -  

I 



. --- With Em-in G. KraSnox and Michael Regan. “Legislating Conduct a; i n ~  ? L: 

Congress and the FCC Authorization Process.” Broadcast Ftnanctal]o:o:r-z... 3 2 5  

Moines. Iowa. March-April 1989. 

%Ti& Lo&e A. -FL?Jleh. ~elmpdaofRegzJdrzonandP~LuPoL~ on Telecomt7Zir:szz~~ 
Infiatmcture and US. Compettttveness. Prepared for the Northeast-Midwes b-~:lt=~~?. 

Washington, D.C. April 1989. 

With Louise A. Arnheim. “Broadcasters and Telephone Companies: Risks zd 
Oppofiunities.” TeIco Fiber &L Video Marker Entry: Issues and Perspectix-es fa: 
the Future. Prepared for the National Associat~on of Broadcasters. W a s h i n p z .  
D.C. March 1989. 

‘‘Cable Television: promotiq a Competitive Industry Structure.’’ N-e+mDtre~;ms :f; 
Telecommuntcatmzs Policy, Vol. 1: Regulatoql Pohcy, Paula R. Newberg, ed.. D d i e  Press 
Policy Studies, Duke University Press (Durham and London). 1989. 

With Louise A. Arnheim. “Public Broadcasting.” Prepared for the B P Z L : ~ ~  
Foundation Project on Communications & Information Policy Optiois. 
Washington, D.C. January 1989. 

With Charles L. Jackson, Jeffrey H. Rohlfs and Louise Arnheim. Home V - 5 0  
Programming: How Semre From Piracy? A Comparison 4 VCRs, C-Band XZELGE 5z-e, 
Wzreies Gable, Cable, andMDS. Prepared for MetroTEN Cablevision. W a s b p r = .  
D.C. July 1988. 

With Charles L. Jackson, Jeffrey H. Rohlfs and Susan W. Leisner. ONA: .Keq:ng 
The Promzse. A study commissioned by Bell Atlantic. Washington, D.C. M a y  1983. 

“Cable‘s Changing Tune on Competition.” Cablevision. February 1, 198s. 

With Charles L. Jackson, Jeffrey H. Rohlfs and Louise A. Arnheim. e e z i n g  Z e  
B7Oadband Gateway: ?%e NeedFor Telephone Company Entry Into %e Video S ~ - i c e s  
Marketplace. Prepared for the United Srates Telephone Association. X~ashinpz.  
D.C. November 1987. 

With Charles L. Jackson and Louise A. Arnheim. “Tough Calls, Close CGs, 
Protocols.” Prepared for BellSouth Corporation. Washington, D.C. A u g ~ s  1987. 

With Erwin G. Krasnow. “Congress and the Federal Communicztios 
Commission: The Continuing Contest for Power.” COMM/Eh:T. Xi-sibgs 
Journal of Communications and Entertainment Law, University of CaLfo-nia. 1-01. 
9, No. 4. San Francisco, California. Summer 1987. 

With Jeffrey H. Rohlfs. Economtc Analysts ofConcentrated ouwlenhzp of Cabk S;:siims. 
Prepared for the Motion Picture Association of America. Washington, D.C 
18, 1986. 

“NO to Must Carry; Yes to Copyright Reform.” BroadcastingMagazzne. Octobo,r 7. 
1985. 

With Erwin G. Krasnow. “New Checks, Balances Affect FCC PoIicy-nzikS.“ 
Legal Times. Washington, D.C. April 8,1985. Reprinted in CongresszonaiRe~o~d. 
April 34, 1985 at S4720. 



Editor. Dzsconnectzng Bell: D e  Impaci ofiheA TGTDzvestiture. Pergmon Press. 
Elmsford, New York. 19S4. 

“The Bel] Breakup: Putting 11 In Perspective.” Disconnecting Bell: The Impac: Of 

the AT&T Divestiture. Pergamon Press. Elmsford, Nen7 York. 19S4. 

with Thomas A. Much. “Renew& -4 k s k y  Business.” a b l e  Telcxston BULTEX. l-01. 
23. Xo. 14. July 1, 1983. 

With Jane Wilson and Catherine Sloan. The U.S. Copvrzght Royalty Tnbzna!: An  
linsuccesSfulEqerzment m Gble  Copyngl7t Regahtion. Prepared forthe Canadian Cable 
Television Association. June 19S3. 

With Charles L. Jackson. B e  FirzanmL Inierest and Sjmdzcatton Rules: Public Hian; 5 7 Z d  
Consumer Loss. Shooshan & Jackson Inc. Washington, D.C. 1983. 

i%e US. Copyngbt Royalty: An Unsucces$uUl Experiment m Cable Copyngbt R e p h s o n .  
Prepared for the Canadian Cable Television Association. Shooshan &Jackson. inc. 
Washington, D.C. June 1983. 

“Sports and Cable Television: Blessed by a Bandage of Cold Cash.” Update. \-ol. 
7, No. 2. Amerzcan BarA.soczatzon. Chicago, Illinois. Spring 1983. 

With Charles L. Jackson. Radio Subcanwr Smzices: How To Make DoLkmmdhse Out 
o fNew Business Opportunities. COM/TECH Repon. Vol. 2, No. 1. National 
Association of Broadcasters. Washington, D.C. May 1983. 

“Telecommunications Competition: How- We Got There &Where We Are Goiq.” 
Proceedings of the 25th IEEE Computer Society International Co&erence. 
September 20-23, 1982. IEEE Computer Society Press. Silver Spring, M q l m d .  
1982. 

With Catherine Reiss Sloan. “FCC Media Ownership Rules: The Case fer Repeal.” 
Journal of Communication. Volume 324. Autumn 1982. 

With Charles L. Jackson and Jane Vilson. “Alternative Methods of Exending 
Public Radio Coverage.” Prepared for the Corporation for Public Broadcasting. 
March 1982. 

With Charles L. Jackson. Czble Televtszon: The Monopoly Myth and Competztiw Reality. 
Prepared for the National Cable Television Association. Washington, D.C. 1982. 

With Charles L. Jackson, Stanley M. Besen and Jane Wilson. Cable Cop3?7i,b:and 
Consumer Webre: %e Hidden Cost of the Compulsoly Lzcen~. Shooshan & Jackson Inc. 
Washington, D.C. 1981. 

With Charles L. Jackson and Jane L. Wilson. Newspapersand Videotex: How FTeeA 
Press?. Modern Media Institute. St. Petersburg, Florida. 198 1. 

With Charles L. Jackson. “The Battle To Control What You Will Get From Your 
Computer.” Washington Post (Outlook). Washington, D.C. August 24, 1980. 
Adapted from “Home Information Center: Newspaper On Television.“ St. 
Petevsburg Times (Perspectzve). St. Petersburg, Florida. June 22, 1980. 



“Television: ‘. . . and that’s the way it was . . . .’ ” Georgetown Magazine. \E?&I.LU~CXL 
D. C. January-Febmary 1979. 

“Options for Broadcasting and Public Broadcasting.” Options Papers. H ~ a e  
Interstate and Foreign Commerce Committee. Print 95- 13. 

“Public Broadcasting: A Congressional Review.” Publzc T e ~ e c o r n r n u n l c ~ ~ l o ~ ~ ~ ~ ~ ~ ~ .  
Vol. 5, No.  3. 1977. 

Co-author. Gble Teleizon: Promzse-msm Reg&toq P d o m n c e .  House In~ezitace and 
Foreign Commerce Committee. January 1976. 

“Confrontation with Congress: Professional Sports and the Television ,Inti- 
blackout Law.” Syractise Law Review. Vol. 25, No. 3. 1974. 

“Congressional Oversight: The Ninety-Second Congress and the Federal 
Communications Commission.” HamardJotrmal on Legislation. Vol. 13. F e b - m q  
1973. Reprinted in Federal Communications Barjournal. Vol. 26, No. 3. 1973. 

SPEECHES 

Remarks on “Access to Broadband Networks,” to the Montgomeq- C o m q ~  
Council. Rockville, Maryland. January 27,2000. 

Remarks on “Open vs. Forced Access” to the American Legislative Exchulge 
Council. Annapolis, Maryland. January 7,2000. 

Remarks on “Toward a National Broadband Policy in Telecommunicauors’ t o  
Michigan State University Institute of Public Utilities 3 1s Annual Conference. 
Williamsburg, Virginia. December 8, 1999. 

“Implications for State Regulators of FCC’s Broadband Policy.” Paneh .  U S reit 
Regional Oversight Committee Meeting. Denver, Colorado. September 27, 1999. 

“W-ired (and Wireless!) for the 21s Century: The Future of Television, Telephone, 
and the Internet.” Presented before the Amos Fortune Forum. JaffreT- Center, 
New Hampshire. August 13, 1999. 

“Residential Broadband Internet Access: Issues, Possible Solutions and Probable 
Outcomes.” Prepared for the British Broadcasting Corporation. London. %nghd. 
June 1999. 

“Wireless and Wireline: The Coming Convergence.” Presented at the KVB E & o  
Journal, T~ty-BirdZnvz ta twd Confwence m TeLecmmunicdtUms Polq.  Si P ~ E s ~ L ~  
Florida. April 27, 1999. 

“Local Telecommunications Competition and Deregulation: Assesskg The L . S .  
Model.” Presented before the 30th Annual Conference of the Institute of Public 
Utilities. Williamsburg, Virginia. December 10, 1998. 

“ R e d  Price Deregulation: A Win-Win’ Approach to Rate Rebalancing.’ Re=-ks 
to USWest Regional Oversight Committee. Denver, Colorado. October 5.1998. 



“vn;i-ersal Senice: Defining &e Problem, Developing a Solution.” Rexzrks to 
KMB 1-ideo Journal Conference. St. Petersburg, Flonda. September 2s.  I??S. 
‘‘Rare &&Jancing: Comperirive Impacts and Transitional Issues.” Panel d k u - i o n  
at the 29rh Annual Conference of the Institute of Public Utilities, Reioxc:.’:ng 
Comjxr:iton and Regulation. Williamsburg, Virginia. December 5, 1%-. 

“Ut&ues in Transition: Meeting the Challenges of Competition, Consolidation and 
Deie@xion.” Presented at the Maryland/ District of Columbia UUiities 
Associarion 1997 Spring Conference. Ellicott City, Maryland. May S. 1997. 

“Oven-iew - Interconnection, Network Unbundhg and Local Competition SCZR.LS 
Report.” Viewpoint on Thoughts on Sz4cceqfd the TeLecom Act Has Been in F o z a m g  
Compefition to Dute . . . and What Lies Ahead. Presented at the “Interconnection . . . 
and &e Competitive Checklist” Conference. Washington, D.C. April 29, 1997. 

“The Long and Winding Road: A Users’ Perspective on the Telecommmications 
Act of 1996.” Remarks before The National Centrex Users Group Cod- 7 erence. 
Crys~a! City, Virginia. March IS, 1997. 

“The Telecommunications Act of 1996: One Year Later.” Roundtable d;smsion 
presented at “Utility Regulation and Strate?: The Basics Revisited,” Public E&ty 
Research Center Annual Conference. Garnesville, Florida. February 14, 1997. 

“Getriag It Done: Negotiations and Arbitration Under the 1996 Telecom -4ct.” 
Presenred at the 28th Annual Conference of the Institute of Public IXit ies ,  
Michigan State University. Williamsburg, Virginia. December 5, 1996. 

“Assessing Mergers and Takeovers in Telecommunications.” Presznted at 
‘‘Conference of Antitrust, Merger Guidelines and Regulation of C-xility 
Consolidation” sponsored by Institute of Public Utilities, Michigan State IJaix-ersity. 
Washington, D.C. November 7, 1996. 

“The Telecommunications Act of 1996 - Promise and Performance.” Presented 
to the KMB Video Journal. St. Petersburg, Florida. October 29, 1996. 

“Capiralizing on Business Opportunities for New Jersey.” Keynote address 
preseaed to the Telecommunications Summit hosted by the Honorable Bob Fr& 
(R-XJ). Somerset, New Jersey. September 24, 1996. 

“Update on Current Research: Resale and Cost Models.” Presented at the SARUC 
Summer Committee Meetings. Los Angeles, California. July 23, 1996. 

“The I996 Telecom Act: A Blueprint for the Future?” Remarks delivered 2: United 
States Telephone Association’s Frontier in Telecommunications Coderences. 
Atlana Georgia, March 29, 1996. San Francisco, California, Aprd 4; 1996. 
Chicago, Illinois, April 15, 1996. 

“The S e w  Millennium: Settling the Information Frontier.” Remarks deiivered to 
the Cnited States Telephone Association’s Board of Directors Meeting. Chicago, 
IlhorS. September 6, 1995. 

“State Regulation and the Information Superhighway.” Session s p d i e r  at 
“1nfrzsr.ructure: The Framework for Development,” sponsored by the Federal 



I A R I Z O N A  C O R P O R A T I O N  CO?r!!+l:SS!3N 

STRATEGIC POLICY R E S E A R C X .  !SC. 
ATTACHh4EKT 2 ,  h U G C S T  ?. 2 2 2 2  

TESTIMONY OF HARRY M. SHoosx.:.s III 

Reserve Bank of Atlanra and rhe P o k y  Research Center of Gecrs; Szare 
University. Atlanta, Georp .  June 15, 1995. 

“Providmg for Universal Service in a Competitive Environment.” Preseo& to -&e 
KMB Video Journal Conference on Replatory Devolution and Its IrrFacr or? 
Telecommunications. St. Petersburg, Florida. April 28, 1995. 

“Local Competition in Telecommunications: Public Policy Issues and O?5ocs.” 
Presented at Market and Technological Convergence: Implications for Re-dzuon, 
Public Utility Research Center Annual Conference, University of Florida. 
Gainesville, Florida April 27, 1995. 

“Local Competition: Thoughts on Cutting the Pie.” Presented to the Teanessee 
Telephone Association. Callaway Gardens, Pine Mountain, Georgia. A9-d IS, 
1995. 

“Reshaping the Firm an3 Regulation in Competitive Markets.” Speech to &e I P  
Annual Telecommunications Conference, Organizational & Regulatory Change, 
sponsored by The James C. Bonbright Utilities Center - Terry College ofBusiness 

Peachtree Plaza, Atlanta, Georgia. March 27, 1995. 
* of the University of Georgia and The Georgia Public Service Commission. Fes tm 

“Universal Service and the $20 Billion Problem: Making the Transitioa to Local 
Competition.” Presented before the Telecommunications Repons Second _ h u l  
Conference, Universal Service ‘95. Sheraton Carlton Hotel, Washingtoi, D.C. 
January 19, 1995. 

“Who Wants and Who Gains from TeIecommunications Restrucrs-r&g.” 
Roundtable discussant at “Toward a New Regulatory Paradigm,” Innovative 
Regulation as a Prerequisite for Competition in Utility Industries, 265 Annual 
Conference, Institute of Public Utilities, The Eli Broad Graduate School of 
Management, Michigan State University. Williamsburg, Virginia. December 14, 
1994. 

“Asset Management, Planning and Investment in Competitive Markets: Regulation 
Matters.” Presented to USTA Capital Recovery Seminar. Phoenix, -k-iona. 
September 12, 1994. 

“Telecommunications Infrastructure: A Link to Economic Development.’ Speech 
to Business and Community Leaders Meeting hosted by GTE to announce Tor id  
Class Network. Tampa, Florida. June 8, 1994. 

“Competition versus Regulation - A Vision for the Future.” Keynote akkess at 
the 87* Annual Convention of the Florida Telephone Associaxion, Fast Fwaaa’ TO rhe 
Future. Ocean Grand, Palm Beach, Florida. June 6, 1994. 

“Assessing LEC Price Caps: Where We Should Be Headed.” Presented before the 
Telecommunications Repons LEC Price Caps Conference. Ritz Carlzoz Hotel, 
Washington, D.C. May 17, 1994. 

“Local Competition: The U.S. Experience.” Presented at Communications, Lam and 
Policy: Curvent Issues, a national qanposium sponsored by the Law Socieq- of Gpper 
Canada and the Canadian Bar Association. Ottawa, Ontario, Canada. Mzy 6,1994. 



* 
-4 RIZ o N A C o RPOR A TI o N C o 11 11 I 5 5 : 3 s 

TESTIMONY OF HARRY M. SHOC5I-r.L.S 111 

ATTACHMENT 2 ,  AL‘GUST ?. 113,’s 
STRATEGIC POLICY RESEARCX. Kc .  

“Regiation and the Market Place in the Convergence Era - Responkg  ID the 
See& of the Users and Consumers.” Reinventing State Regulatory Strtrcziv: x &e 
Conzpgeence Era. WatMode l  C h  Work Best? And Wy? An Exchange 2iJ’ien-s 
Conference, 1701. 10, No. 5 of the KMB Video Journal. The Don CeSx. St. 
Petersburg, Florida. May 2, 1994. 

With john Haring. “Cost-of-Capital Adjustments in a Price-Cap Model- Paper 
prepa-ed for presentation at New Mexico State University, College of Bxsiness 
A&srration and Economics, Center for Public Utilities, Currecr Issues 
Confcence. Santa Fe, New Mexico. March 13-16, 1994. 

“Ox-ep-iew - Redefining Universal Senrice.” Telecommunzcations R q ~ m  Upjversal 
Sen-ice Conference. Washington, D.C. February 1, 1994. 

“Indusry and Washington Updates.” The Future of Interactive Commul?lcztions, 
San Diego CoA?unuIllcations Council Conference. San Diego, California. December 
16, 1993. 

“Reconciling Divergent User Needs and Re,datory Policy.” Twenty-Fifth - b u d  
conference, Institute of Public Utilities. Williamsburg, Virginia. D a e x b e r  13, 
1993. 

Panelist, “State Regulatory Responsibilities and New Opportunities in the Age of 
Resr-ucturing and Uncertainty.” The KMB Video Journal, The Eleventh 
Invitarional Conference. Sr. Petersburg, Florida. November 30, 1993. 

“Competition and the Obligation to Serve; the Cost of Universal Service.” National 
Associarion of Regulatory Utility Commissioners, 105th Annual Convemion and 
Regularory Symposium, “Meeting Consumer Demands as Competition Grows.” 
Kea- York, New York. November 15-18, 1993. 

Responder, “Public TV and Public Access: Bringing Home the ElecrioIllc 
Highway.” Symposium jointly sponsored by the Lyndon Bakes Johnson Library, 
the LBJ School of Public Affairs, the Public Broadcasting System and the ,‘&axe 
for Public Technology. Austin, Texas. November 5, 1993. 

“Evolving Technology Equals Emerging Competition Squared.” Remarks 
presenred before the Ohio Telephone Association, 98th Annual Cosl,; ence. 
Cincinnati, Ohio. September 21, 1993. 

With John Haring. “The $20 Billion Impact of Local Comperizion in 
Telecommunications.” Presented at the National Association of Regulator)- Gtility 
Commissioners Symposium. San Francisco, California. July 28, 1993. 

“Has ‘Traditional Regulation Outlived its Role in Telecommunications?” Presented 
at Ke=- England Conference of Public Utilities Commissioners, 46k -bAual 
Symposium. The Balsams, Dixville Notch, New Hampshire. June 29, 1993. 

“A Kern- Public Policy for Changing Markets and Technology.” Remar:- at the 
FIorida Telephone Association 86th Annual Convention. Belleview Mido Resort 
Hotel. Clearwater, Florida. June 8, 1993. 

“Telecommunications Public Policy: How We Got Here.” Panelist at Unizd Smtes 
Televhone Association Congressional Staff Seminar, %e Public Policy Challenge: 



A RI z o N -A C o R P o R A TI 0 N C o 31 1: is -c : 0 s 

STRATEGIC POLICY RESE.ARCH. Isc. 
ATTACHMENT 2 ,  AUGUST 9. 2322  

TESTIMONY OF H A R R Y  M. SHOc?SX.AS 111 

A&ptrr.g Regukztzon to C h q q M a r k e ~  and TecimoLoal. WiUiamsbug, l ;L i -~z J m e  3- 
4, 1953. 

Panelist, “The Wireless World and Its Relationship to the Wireline Infrastructure.” 
The D M  Video Journal. St. Petersburg, Florida. April 19-21, 1993. 

“Challenging Times . . . Achieving Our Regulatory Goals.” Speech presented to 
GTE Telephone Operations - South Area Key Management Meeting. Ckllmgzng 
Ttme: . . . Chdengtng Issues. Tampa, Florida. March 17, 1993. 

“A Competitor’s View of Market Opportunities.” Panel moderator at United States 
Telephone Associa~ion’s National Issues Conference, Responding ro Conzperirzon. 
Washington, D.C. February 17, 1993. 

“Telecommunications Infrastructure: Responding to Customers’ Needs.’ Panelist, 
KMB Tiideo Journal - 9th Invitational Conference. Innisbrook Conference Center, 
Tarpon Springs, Flag-ida. October 29, 1992. 

“The Future of Telecommunications in the Information Age.” Speech presented to 
the GTE South Area P h l i c  Affairs conference, Business As usual: NOT!. Haines 
City, Florida. October 6 ,  1992. 

‘‘Strategy for the 21st Century: Diversifying in a Competitive Marketplace.’’ 
Presented before the National Association of Broadcasters Television Group 
Executive Forum, Washington, D.C. October 2, 1992. 

“Incentive Regulation: Where, Why and How.” Presented before the 15k ,4nnual 
Conference of Regulatory Attorneys. Columbus, Ohio. May 6 ,  1992. 

“Telecommunications Infrastructure in the 1990s: The Role ofthe Public Switched 
Netm-ork.” Presented before the National Council of State Telephone Associarion 
Executives. Colorado Springs, Colorado. May 4, 1992. 

“Electronic Highways: Providing the Telecommunications Infrastructure for 
Pen?s).lvaniaS Economic Future (A Study Prepared for the Pennsylvania Chamber 
of Business and Industry by NERA and Price Waterhouse), Distinctive Features and 
Key Findings.” Presented before the Institute of Public Utilities, 23-2 ,4nnual 
Conference. Williamsburg, Virginia. December 10, 1991. 

“The Changing Scene of State Regulation: Trends and Implications.” Presented at 
a public forum conducted by the Wisconsk Public Utility Institute, Tjniversiq+ of 
Wisconsin-Madison campus. Mahson, Wisconsin. December 6, 199 1. 

“Understanding the Role of Communications in an Information Economy and 
Information Society.” Presented before the Annual Seminar on Foreign Policy, 
Junior Council on World Affairs. Cincinnati, Ohio. November 23, 1991. 

“The Revolution in Communications and the Challenges for Peace, Democracy and 
Economic Progress.” Presented before the Issues for Business Luncheon 
sponsored by the Cincinnati Council on World Affairs and hosted by Star Bank. 
Cincknati, Ohio. November 22, 1991. 

r- 

c 



ARIZONA CORPORATION C o l r x ~ s s i o ~  

S T R . ~ T E G I C  POLICY RESEI’.K:X. Isc. 
TESTIMONY OF HARRY M. si-IOCSX.~.S 111 

ATTACHMENT 2 ,  .%UGUST 0 ,  2233 

.^Drl Witk john Haring. “Economic Policy Analysis of Cable Compu1sor)- L1LASe.” 

Preszxed before the Board of Directors of the Motion Picture Association of 
Amenca. Los Angeles, California. October 22, 1991. 

“Telec3mmunications Infrastructure: Building the Electronic HighwaJ- Tor h e  2 1‘. 
Cenrq- .”  Presented before the GTE Common Ground Workshop. Sla&son, 
U”isco=?sin. October 8, 1991. 

“Electmnic Highways: Bringing America Together.” Presented before the Mid- 
America Telecom Showcase & Seminar. Kansas City, Missouri. October 7. i99 1. 

‘‘Cable Television Companies and Telcos: Customers or Competitors?” Presented 
to Northern Telecom’s Business and Consumer Marketing Forum. Tucson, 
Arizoxa. October 2, 1991. 

“Competition & Change in Europe’s Telecommunications Markets.” Panel 
discusiion at Third Economist Conference. London, England. September 16, 
1991. 

“Mode,mizing Regulation: The Incentives for Investment in Telecommuiicacions 
Infrur_ucture.” Presented before the 69th Annual Convention of the Georgia 
Telephone Association. Savannah? Georgia. June 18, 1991. 

“Telcos and the Information Economy: Meeting the Challenges of the i993s.” 
Presented before the Wisconsin State Telephone Association, 8 1r -4nnual 
Convention. The Abbey, Fontana, Wisconsin. May 21, 1991. 

“Beyond Incentive Regulation: The Challenge Facing Telephone Coropanies in 
Competitive Markets.” Presented before the Tennessee Telephone Association. 
Hilton Head, South Carolina. April 11, 1991. 

‘‘Bene& of Lifting the MFJ Restriction on Information Services.” Remazks before 
the MFJ Symposium sponsored by the Public Utility Commission of Ohia. 
Columbus, Ohio. January 25, 1991. 

“ Woildwide and Domestic Economic Development Through Communications.” 
Presented before the Lt. Governor’s Conference on Telecommunications, 
gponsored by the Indiana Department of Commerce and the Indiana TJ p e  p’ none 
Association, Inc. Indianapolis, Indiana. November 23, 1990. 

“Tekcommunications Infrastructure: A Framework For Public Policy -4nalysis.” 
Rem=& prepared for Bellcore’s Seventh Issues Management Fall Conference. 
Florkw Park, New Jersey. October 1, 1990. 

“Ch=ging Technology and Converging Markets: US. Telecommunications in 
Transicon.” Presented at The Lntegration of Telecommunications and Brcladcasring 
Conference sponsored by The Economzst Conference Unit. London. Englad .  
Sepwnber 17-18, 1990. 

Remarks on telecommunications Infrastructure. Prepared for the Nonheast- 
Midq-est Institute Leadership Council. Washingron, D.C. September i3, 1990. 



BEFORE THE ARIZONA 
CORPORATION COMMISSION 

IN THE MATTER OF THE APPLICATION OF 
US WEST COIV~MUNICATIONS, INC., A 
COLORADO CORPORATION, FOR A 
HEARING TO DETERMINE THE EARNINGS 
OF THE COMl’,L\T, THE FAIR VALUE OF THE 
COMPANY FOR RATEMAKING PURPOSES, 
TO FIX A JUST ,LWD REASONABLE RATE OF 
RETURN THEREON AND TO APPROVE RATE 
SCHEDULES DESIGNED TO DEVELOP SUCH 
RETURN 

I 

I 

DOCKET NO. T-105lB-99-1C5 

S U R R E B U T T A L  TESTIMONY O F  

HARRY M. SHOOSHAN I11 
STRATEGIC POLICY RESEARCH, 

INC. 

September 8,2000 

7979 OLD GEORGETOWN ROAD 7” FLOOR BETHFSDA, MARYLAND 20814-2429 
301-718-01 11 FAX - 301-215-4033 EMAIL - spri-inlo@spri.com WEBSITE: www.spri.com 

mailto:spri-inlo@spri.com
http://www.spri.com


s URR E <U T TAL T E s TIM 0 NY 0 F 

HARRY M. SHOOSHAN I11 

TABLE OF CONTENTS 

1.  INTRODUCTION ........................................................................................................ 1 

2. PRICING FLEXIBILITY ............................................................................................ 3 

3. PRODUCTIVITY OFFSET ........................................................................................ 6 

4. SERVICE QUALITY ................................................................................................. 10 

5. INVESTRlEKT AND LITIGATION COMMITMENTS ....................................... 12 

6. TERM OF PLAN ........................................................................................................ 
7. THE QWEST PLAN ......................................... , ............................................. .......... 14 

8. SUMMARY AND CONCLUSION ..~ ........................................................................ 18 



ARIZONA CORPORATION COhl\!:SS:?\ 
S U R R E B U T T A L  TESTIMONY OF HARRY M. S H O P S 3  r \  I11 

S T R A T E G I C  POLICY RESE.IIRC:-‘,. I K C  
P A G E  1, S E P T E ~ $ B E R  S .  1 2 2 3  

I 

I 1 SURREBUTTAL TESTIMONY OF 
I 2 HARRY M. SHOOSHAN I11 
I 3 

~ 

4 

5 Q- 
6 

7 A. 

8 

9 Q. 

10 A. 

11 

12 

13 Q. 

14 

15 A. 

16 

17 

18 

19 

20 

21 

22 

23 

24 

1. INTRODUCTION 
......... -. ... - 

ARE YOU THE SAME HARRY M. SHOOSHAN I11 WHO TESTIFIED 

PREVIOUSLY IN THIS PROCEEDING? 

Yes, I am. 

WHAT IS THE PURPOSE OF YOUR SURREBUTTAL TESTIMOA3? 

I am responding to the Rebuttal Testimony of Qwest Corporation witness Carl 

Inouye and of Dr. William Taylor of n/e/r/a on behalf of Qwest Corporarion. 

WHAT ISSUES RAISED BY MR. INOUYE AND DR. TAYLOR T I L L  

YOU ADDRESS IN YOUR SURREBUTTAL TESTIMONY? 

I will address Mr. Inouye’s criticisms of the price regulation plan that I proposed on 

behalf of Staff in my Testimony (“the Staff Plan”), specifically his contentions that: 

rn The  Staff Plan does not provide Qwest with adequate flexibilty for 

pricing existing services [Inouye at 2,471; 

Tne Staff Plan actually removes existing pricing flexibility [Inouye at 2. rn 

71: 

The Staff plan imposes rate reductions that would otherwise not occur 

[Inouye at 21; 

The Staff Plan should not contain an offset related to service quality 

[Inouye at 181; 

w 
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E The Staff Plan should not anticipate additional investment 

commitments by Qwest [Inouye at 191; and 

w The Staff Plan should not be conditioned on Qwest’s comniitments 

regarding litigation [Inouye at 181. 

I will address Dr. Taylor’s criticisms of the Staff Plan, spifically his contentions 

that: 

The Staff Plan makes a number of calculation errors in deriving the 

appropriate productivity offset [Taylor at 3, 6, 10-131, 

The Staff Plan fails to provide Qwest with an adequate opportunity to 

rebalance its rates and is inconsistent with recommendations I have 

made elsewhere [Taylor at 6-91; and 

The Staff Plan is not an appropriate tool for dealing with problems of 

service quality (ie., that it is “too blunt an instrument”) [Taylor at 131 

and that the approach taken will diminish the effects and incentives of 

the Commission’s service quality rules [Taylor at 141. 

I will rebut Mr. Inouye’s Testimony with respect to the alternative price regulation 

plan he offers on behalf of Qwest (“The Qwest Plan”) [Inouye at 8 et q.]. 
Specifically, I will address his recommendations that: 

a Switched access should be in the same basket as basic local exchaRge 

service [Inouye at 81; 

Second lines should be included in Basket 3 [Inouye at 101; 

There should be no “hard cap” applied to any of the services in Basket 

1 [Inouye at 111; 

The initial term of the price regulation plan should be three years with 

Qwest having an option to renew for three additional years or return to 

rate-base rate-of-return regulation [Inouye at 141; and 

Competitive zones should be used to identify services that would be 

moved to Basket 3 [Inouye at 121. 

= 

= 
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2. PRICING FLEXIBILITY 
.. .... .. ___ ___ __ ..........,.. ~ . 

Q. BOTH MR. INOTJYE [AT 2,4-7] AND DR. TAYLOR [AT 6-91 CRITICIZE 

THE STAFF PLAN AS NOT PROVIDING QWEST WITH THE 

FLEXIBILITY IT NEEDS AND, MORE SPECIFICALLY, THE 

FLEXIBILITY TO REBALANCE RATES OR TO PRICE EXIISTIlVG 

SERVICES. WOULD YOU COMMENT ON THEIR CRITICIS-MS OF 

THE STAFF PLAN? 

A. For services in Basket 3, the intent of the Staff Plan is to provide Qwest sr-ith the 

same pricing flexibility as its competitors have today; that is, the flexibilitJ- to price 

any retail service within a range bounded by a ceiling specified in a tariff and 2 floor 

of total long-run incremental cost.1 Mr. Inouye objects to the fact that some 

services that are afforded flexible pricing today would not be placed in Baket  3 of 

the Staff Plan [Inouye at 51. I would point out that I have assigned existing sexices 

to one of the three baskets proposed in the Staff Plan based discussions with the 

Staff as to which services have presently been classified as competitive by the 

Commission and, in any event, the breakdown in Attachment 1 to my Testimony is 

meant to  be illustrative, not dispositive.* My Testimony clearly stipulates that any 

service that has been declared “competitive” or for which Qwest has received 

flexible pricing authority to date should be placed in Basket 3 at the outset of the 

price regulation plan. To the extent that my description of Basket 3 does not 

inciude these services, I would propose to modify my proposal accordingly 

[Shooshan at 11, 12, 131. 

Mr. Inouye and Dr. Taylor are principally concerned about the fact thax I have 

proposed separate treatment for what I refer to as “wholesale services’’ and, in 

particular, w d d  not place carrier access in the same basket as basic local exchange 

1 Mr. Inouye suggcs a different “price cap” arrangement for Basket 3 that I discuss subsequently. See Infra. at 14. 

2 See note to Attachment 1 of my Testimony. 
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3 

4 

service [Inouye at 8, IO, 11; Taylor at  S,9 ] .  They further object to the Sr;aff P12z.s 

requirement that intrastate access prices be reduced (to current interstate le\-e!s m - ~ r  

five years)3 without the opportunity to raise rates for basic local exchanse sen-ice 

(which is how they define “rebalancing”) [Inouye at 6, 7, 11; Taylor at S. 93. 

6 Q. WOULD YOU ELABORATE ON YOUR DISAGREEMENT WITH hTR. 

7 INOUYE AND DR. TAYLOR ON THE ISSUE OF ACCESS CH-ARGE 

S REDUCTIONS AND REBALANCING? 

9 A. Yes. Let me start with a point of agreement. I concur with Mr. Inouye and Dr. 

Taylor that current pricing is not sustainable. As I wrote in apaper on the subject 10 

11 of rate rebalancing: 

12 In a market system, prices function as signals that guide production 
13 and consumption decisions. If prices send faulty signals, 
14 uneconomic consumption and investment decisions are the likely 
15 consequences, with attendant sacrifices of economic welfare.4 

16 In particular, one of the reasons we have not seen more competition develop ior 

17 basic local exchange service is that the prices for that service have been set loa- to  

18 acheve public policy goals (ie., maintain affordable service and expand pene:ration). 

19 It is also difficult to sustain the historical cost loadings on services that face 

20 competition (;.e., carrier access), especially since it is the “mispricing” of those 

21 services that, in part, makes them especially attractive to competitiors. 

22 

23 

My disagreements with Mr. Inouye and Dr. Taylor are not so much with The 

problem they posit, but with the solution they recommend- that is, that the costs in 

3 Dr. Taylor’s semantic quibble [Taylor at footnote 91 notwithstanding, he fundamentally disagrees with h2:-i3g 
the Commission fix reductions in the very access charges he says are inefficiently priced today. I am puzzled why 
Dr. Taylor, who rS so concerned about achieving efficient pricing, would object to the Commission movhg 
intrasrate access prices in this direction (;.e., to parity with interstate access charges). 

4 John Haring and Xarry M. Shooshan m, Cutting the Gordidn Knot qfRateRebalancing, prepared for :he 3% 
Annual Conference of the Institute of Public Utilities, “Reconding Competition and Regulation,” W & m b u r g ,  
Virginia (December 5 ,  1997). 
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question must be recovered by increasing prices for basic local exchan, oe s;.n-ice JS 

access prices are reduced. And, I emphasize that Qwest is asking the CornLxission 

for approximately a $45-million increase in basic service rates [Teitzel Suppiemental 

Testimony at 4 11 while proposing only minimal reductions in carrier access chai-ge 

[Shooshan at 31. The Staff Plan offers a better alternative. Under the Staii Pian. 

Qwest has the ability to rebalance by taking advantage of (1) retail pricing fiexibiliq 

for senices in Basket 3 (including new services and service packages); and (2) the 

same service packaging freedom as is afforded their competitors. Put another n-ay, 

the Staff Plan would permit Qwest to recover its costs by offering cocsumers 

innovative new services and packages of services, rather than by simply raiskg basic 

local exchange rates. In effect, the Staff Plan can be said to permit consumers to 

select “rebalanced rates” from among a variety of value-added options rather than 
to forcing consumers who only want- or who rely on- basic local exchange sen-ice 

to pay more. 

Contrary to Dr. Taylor’s assertion [Taylor at 91, the Staff Plan does permit QAY-S~ to 

recover its fixed loop costs over a wider range of services and offerings- it j l l s t  does 

not permit Qwest to do so by raising the rates for basic local exchange service. 

There are many “variations” of price cap plans and more than one approach to rate 

rebalancing. The Staff Plan permits rebalancing to  take place over time without 

forcing consumers who only want “plain old telephone service” to pay more. 
.. 

Q. DR. TAYLOR ASSERTS THAT, UNDER THE STAFF PLAN, NO R4TES 
IN BASKET 1 COULD BE INCREASED, SINCE ALL SERVICES ARE 
SUBJECT TO WHAT YOU CALL A “HARD CAP,” AND THAT THESE 

RATES COULD ONLY GO DOWN OVER TIME AS THE PRICE CL4P IS 

APPLIED [TAYLOR AT 6 , q .  IS HE CORRECT? 

No, Dr. Taylor is incorrect. Only Ybasic” services in Basket 1 are subject to the 

“hard cap” [Shooshan at 131. Thus, for example, the prices for flat rate residential 

and flat rate business services that are in effect when the price regulatioz plan is 

initiated could not be increased for five years. Prices for some services in Basket 1 

A. 
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(eg., existing service packages) could be increased as long as the weighted a-erzge 

price level of all services within the basket is less than or equal to the price cap 

index. I i  an increase would cause the weighted average price level to exceed the  

price c2p index, then the prices of other services in the basket must be reduced. 

Presumahly, Dr. Taylor is familiar with these mechanics since they are typical of 

most price regulation plans. 

7 

8 Q. 
9 

10 

11 

DR. TAYLOR SUGGESTS THAT THE STRUCTURE OF THE STAFF 

PLAN IS IN CONFLICT WITH PREVIOUS RECOMMENDATIONS 

THAT YOU HAVE MADE ABOUT RATE REBALANCING [TAYLOR 

AT 81. WOULD YOU C O W N T ?  

12 A. 

13 

14 

15 

16 

17 

18 

19 

20 

I can say unequivocally that the Staff Plan is consistent with the view expressed in 

the paper that Dr. Taylor cites.5 Moreover, the suggestion that a price cap plan 

must permit basic local exchange rates to be increased as access charges are reduced 

is an example of what the paper refers to as pointing the rebalancing ‘‘> wn”  at 

regulators’ heads. While reasonable people might disagree about how many degrees 

of freedom to give Qwest under the circumstances, I believe it is unreasonable for 

Dr. Taylor to suggest that the Staff Plan “rules out any kind of rate rebalancing 2s 

part of its proposed reduction in carrier access charges” [Taylor at 81. 

~~~ 

21 3.  PRODUCTIVITY OFFSET 

22 Q. DR. TA4YLOR ASSERTS THAT YOU HAVE ERRED INA NUMBER OF 

23 RESPECTS IN CALCULATING THE PRODUCTIVITY OFFSET 13 

5 Haring and Shooshan (1997). 
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A. 

THE STAFF PLAN. WOULD YOU PLEASE DESCRIBE DR. T-4IIOR’S 

ARGUMENTS? 

Specifically, Dr. Taylor argues that I should have included data prior to QFi-est’s 

most recent rate case in Arizona; that I did not employ the correct fornida for 

developing a productivity offset in a price cap plan; and that productivity shouid be 

based on industry performance rather than individual company performance. Dr. 

TayIor further criticizes the data upon which I relied. He suggests tha1 the use of 

the difference between rate-adjusted operating revenues and deflated expenses to  

approximate growth in outputs and inputs is too imprecise. The implication here is 

that a full-blown Total Factor Productivity (“TFP”) study is required. Finail>-. Dr. 

Taylor criticizes the reliance on intrastate data only [Taylor at 10-131. 

Q. HOW DO YOU RESPOND TO DR. TAYLOR’S ASSERTIOhTS? 

A. As a general matter, it is important to keep in mind that price cap plans, induiing 

components such as productivity offsets, are developed through a variety of means 

across jurisdictions. Further, price cap plans are often agreed to in settlement 

proceedings between the carrier and the regulator. Therefore, there is no single 

“right way to do things” and no hard-and-fast rules for the developmem of a 

productivity offset in a price cap plan. 

In response to Dr. Taylor’s first point, regarding the appropriate time frame for dara 

to estimate Qwest’s average annual productivity growth, we found it appropnaze to 

analyze data following Qwest’s most recent rate case since changes in ouzput, 

approximated by changes in revenue, would be less subject to changes in price levels 

and structures resulting from periodic rate cases. Further, the data prior tc :he 1993 

rate case reflect a different industry structure where competitors were f ex  and were 

focused on limited service categories. With a new set of “rules” allowing =&red 

competitive entry and increased pricing flexibility, the most recent data (19951998) 

upon which we rely are best able to predict the future growth in Qwesr-s ouz?ut. 
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With regard to the “correct” formula for developing a productivity offse:. there z e  

a number of alternatives now being used by the FCC and the various states. h iac:. 

some productivity offsets are set by statute without reference to a paxicdzi- 

formula. For example, the productivity offset in price cap plans for all incumbent 

local exchange carriers (“ILECs”) in Tennessee and Wisconsin is establisheci in d i e  

statute.6 

With regard to whether an estimate of productivity growth in a price cap plan 

should be industry-wide or company-specific, no single method is u n i i o r d ~ -  *, 

adopted across the states. For the FCC price cap plan, an industry-wide esimate 

makes sense, since the productivity offset is uniformly applied to all ILECs under 

price cap regulation.’ The Tennessee productivity offset is also generally applicable 

since it is embedded in a statute. In the Wisconsin statlite regarding price cap 

regulation, the initial productivity offset is greater for ILECs with over XC.ZX 

access lines (ie, Ameritech Wisconsin, 3 percent) than for smaller ILECs in the s a t e  

(2 percent).8 Many states have initiated price cap regulation specificdl; ;or the 

regional Bell Operating Company rather than for the industry statem-ide. For 

example, in Illinois, the Commerce Commission considered Ameritech Iliinois- 

specific productivity data in the development of its price cap mechanism.’ Fwiher, 

as this Commission considers whether to remove Qwest from traditional rate of 

return regulation, it is appropriate that the Commission choose a productiviry 

growth estimate that reflects Qwest’s own costs and revenues, and the financial 

impact on Qwest rather than relying on industry-wide data. At t h s  time, neither the 

Commission nor Qwest has enough information to gauge whether the use of 

industry-wide data is relevant in Arizona. 

6 Tennessee Code, Section 65-5-209(e); and Wisconsin Statutes, Telecommunications Utdities P r i e  P , q i z x m ,  
Section 196.196. 

7 In fact, the FCC mdustry-wide estunate has historically fell short m this respect, as it has not ai=-zvs mcilied 
any mid-size ILECs that have elected price cap regulation. 

8 Wisconsrn Statutes. Telecommunications Utility Price Regulation, Section 196.196. 2(c). 

9 Illmois Commerce Commission, Order, Docket Nos. 92-0448/93-0239 (October 11, 1994). 
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Further, we had considered whether to use “unseparated” data, as Dr. I 2 y - a ~  

recommends. We discovered, however, that the FCC and this ConTmssi:z’s 

accounting rules were not consistent and determined that it would he mast 

appropriate to consider intrastate data only. Finally, if one were to use h x h  

intrastate and interstate data, the estimated productivity growth for the com?a,r,!- as 

whole would be higher, since interstate productivity growth is generallp higher dxn 

intrastate productivity growth. Therefore, our estimate of Qwest’s productivin- 

growth is conservative but appropriate, given that the price regulation plm I 

propose covers only Qwest intrastate services. 

The fact that we relied on revenues and costs, which Dr. Taylor believes are od,- 

“rough” approximations of TFP [Taylor at 121, is not significant. To conduct ;i 737 

study is an expensive and complex endeavor that, in my view, is unnecessary in t h i s  

proceeding. Moreover, prior to the filing of Staff‘s direct case, Qwest was =-illing to 

rely on its own estimate of productivity growth using the same data upon which we 

relied. Qwest introduced these data in the record when it provide i: ‘ Its . a=-n 

productivity growth estimates in an attachment in its direct case in this p r o c e e k g  

[Direct Testimony of George A. Redding, Exlubit GAR-121 and when it provided 

Staff with the backup in response to Data Request No. SPR-03-001.1c 

Our methods and data were reasonably applied in this proceeding. As I have no-&, 

a variety of methods have been employed across the states. And, the results =-e 

obtained are not inconsistent with those in other states [Shooshan at 141. Thus, I 

find that Dr. Taylor’s arguments are not compelling and urge that the)- be 

disregarded. 

10 While Qwest has not offered an alternative measure of productivity in its rebuttal case, Dr. Tayior grapirs on 
page 10 of his Testunony the same time series of Qwest’s productivity growth from 1988-1998, u s i r ~ g ~ h r  re? 
data he criticizes. 
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1 4. SERVICE QUALITY 
~ 

2 Q. 
3 

4 

5 

6 

7 

S 

9 

10 

11 

12 

13 A. 

14 

15 

16 

17 

1s 

19 

20 

21 

22 

23 

24 

25 

BOTH MR. INOUYE AND DR. TAYLOR OBJECT TO THE ST-IFF 
PLAh- HAVING A COMPONENT TO DEAL WITH SERVICE QU_%LITl- 

AND SPECIFICALLY TO YOUR SUGGESTION THAT AX I?;ITLX 
OFFSET MIGHT BE WARRANTED IN LIGHT OF EXISTIXG 

PROBLEMS WITH SERVICE QUALITY [INOUYE AT 18,19;  TAIIOR 

AT 13, 141. WOULD YOU RESPOND TO THEIR OBJECTIONS, 

INCLUDING THE CONTENTION THAT SUCH AN OFFSET VOL3-D 

UNDERMINE QWEST’S INCENTIVES TO MAKE THE 
INVESTMENTS IT HAS ALREADY PROMISED THE C O M S S I O N  

AS A CONDITION OF ITS RECENT MERGER WITH US TEST 
[INOUYE AT 18; TAYLOR AT 13]? 

7 -  I disagree with their assertions. In order to provide effective s a f e s z z .  13: 

consumers, regulators must control both price and quality. TO control th- c- 1 0 - 3 e r  

without an effective means of controlling the latter does not constrain the q u k d  

firm from exercising market power. In effect, Dr. Taylor is acknowledging ;ha: 

Qwest has market power and, if given the opportunity and the incentive. d l  
exercise it by degrading quality further or “disinvesting” [Taylor at 14,161. Fur&:, 

as Dr. Taylor presumably knows, one of the acknowledged weaknesses of price 

regulation is that it can give the regulated firm an incentive to reduce service quaiit)- 

in order to maximize profits.11 In order to offset this incentive- or in respomc TO 

observed reductions in service quality under price regulation- regulato7- bo&s 

b e  taken a variety of steps to remedy the problem, including the use of ofisex. in 
my Testimony, I propose a service quality offset to be used only $the compaq- 5& 
to meet the mark set in its service quality tariff. This further penalty c;t‘, b~ SEL 2.s 

11 Professor Sir Bryan Carsberg, “Lessons from the British Experience with Price Cap Regi2:12= 
Telecommunmma CotrrpetchveEnwnmmt,Wuzgs~h i 7 n d B d T e L z v m m m ~  ( & f m  ~ z s 2 - d  

by n/e/r/a (Aprd 12-15-1989) 
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a “sn-ord of Damocles” to hold over the company’s head to induce it to perfo-xz. If 
the problem is intractable, and the “sword” has to be used, consumers r i l l  a: least 

be assured that the prices they pay will more closely match the quality of sen-ice 

they 2;e receiving. In the long run, of course, this suggests a downward spiral thar I 

hope can be avoided. A far better outcome is that a combination of Qn-est‘s 

commitments to the Commission in the context of its merger with C S  \YEST, 

competitive realities and the overall incentives created by the Staff Plan will correct 

the problem without the need for a price cap offset (or additional fines and 

penalties, for that matter). And, as to the concerns about imposing an inirial offset 

to deal with existing service quality problems, another option would be to dela>- the 

start of a price regulation plan until Qwest has brought its service up to accepEble 

levels. 

Q. HAVE YOU RESEARCHED HOW OTHER STATES ADDRESSED 

SERVICE QUALITY IN THE CONTEXT OF ALTERWATWE 

REGLUTION? 

A. Yes. I investigated the treatment of service quality in various states’ price reguizzion 

plans. In at least 13 states, additional service quality standards and/or penalties =-ere 

developed in conjunction with their alternative regulation plans.” Rhode Is lad,  

Illinois, Wisconsin and Massachusetts, for example, have specifically included a 

service quality index as an adjustment factor in their price cap formulas as contained 

in the Staff Plan.6 It is perfectly appropriate for this Commission to consider 

inclusion of a service quality offset, particularly given the recent problems with the 

quality of Qwest’s service in Arizona. 

12 Vivian Witkkd Davis and Michael Clements, “Recent Developments in Telecommunications Senrice QAty 
Regulation,” Kational Regulatory Research Institute (Spring 1998 Survey of State PUCs). 

6 Other means of dealing with service quality under price caps are financial penalties levied against the iirm 
and/or compensation paid directly to the aggrieved consumers. See Carsberg, at 201. I would note thar bo31 of 
these means have been employed in Arizona with the result that service quality has still declined in reCenr y a r s .  
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1 5. INVESTMENT AND LITIGATION COMMITMENTS 
_____ -__-- ____ - -- - -_ 
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MR. INOUYE OBJECTS TO THE SUGGESTION IX I-OLX 

TESTIMONY THAT QWEST MAKE CERTAIN INFRASTRUCTLXE 

COMMITMENTS OR CONCESSIONS CONCERNING LETIG4TIOS -\S 

CONDITIONS OF ANY PRICE REGULATION PLAN [INOUEZ -4T 19- 

201. HOW DO YOU RESPOND? 

Mr. Inouye cites the investment commitments required by the Commissiaz in 

approving Qwest's merger with US WEST as all that is necessary [Inouye a: 191. I 

point out in my Testimony that companies in other states have proposed mch 
commitments in conjunction with the transition to price regulation [Shoashz at 

201. The merger approval process in Arizona was a separate matter and p r e d i y  

the merger was evaluated by the Commission under different criteria than ar>plJ- in 

this case. As such, it would not be unreasonable for the Commission tc exFect 

additional infrastructure commitments by Qwest (possibly increasing the pace a d  
reach of its DSL deployment, Shooshan at 19) as a condition of a price rebL; r~ axon . 

plan. 

Mr. Inouye also objects to the recommendation in my Testimony that Q w s  s e e  

to certain conditions respecting pending and future litigation [Shooshan at la. :?lis 

basis for objection is that the Staff Plan is not favorable enough to Qwest to war~ant 

these conditions {Inouye at 181. Since I believe the Staff Plan does give Q-s-s *&e 

requisite pricing flexibility- in addition to other advantages, I do not find h i s  

objection compelling. I urge the Commission to adopt the conditions precis+- zs I 
have recommended them. 

25 6 .  TERM OF PLAN 

26 Q. MR. m o m  SUGGESTS THAT- INITIAL TERM OF A PUCE 
27 REGULATION PLAN BE SET AT THREE YEARS, RATHER TEL4\- 
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FIVE YEARS AS YOU SUGGEST [INOUYE AT 141. HE ALSO 
PROPOSES THAT, AT THE END OF THREE YEARS, QWEST COLZD 

ELECT WHETHER TO EXTEND THE PLAN FOR AIVOTHER 
THREE YEARS OR REVERT TO RATE OF RETURN REGULATION 
[INOLZE AT 141. IS THIS APPROACH DESIRABLE Ih’ YOLX 

OPINON? AND IF NOT, WHY NOT? 

This is not a desirable approach. In the first place, the five-year term included in 

The Staff Plan is preferable in order to maximize the incentive effects of price 

regulation. The company seeks a shorter term because “it is impossible to predict 

the outcome of the ratemaking portion of this docket” [Inouye at 141. The 

company wants to retain the option of reverting to rate of return regulation after 

three years if things are not working out as anticipated. 14 It seems to me that this 

uncertainty will be removed when the Commission resolves the matters relating to 

rates, which presumably it will do prior to the initiation of any price cap plan. At 

that time, if the company has concerns, it can always elect to remain under rate-of- 

return regulation. If the company nevertheless insists on a shorter term, I would 

not strongly object, however. What is problematic is giving the company do& &e 

option to elect whether to extend the plan at the end of the initial term, whatever its 

duration. The Staff Plan anticipates that the Commission- not the company- prill 

decide n-hether and for how long to extend the plan, once it has ascertained that the 

plan is “actually providing the expected benefits to consumers” [Shooshan at 33. 

Finally, I note that the Qwest Plan seeks to “eliminate the possibility of a rate case 

in 6 years whereby any competitive losses would be passed back to basic customers 

at that time” [Inouye at 151. If protecting basic customers from bearing my 

competitive losses is a concern (which it is), then the risk remains after three yezrs 

just as aker six. One of the strengths of price regulation is that it breaks the iomal 

linkage between “regulatory” costs and prices, thereby removing the oppommity for 

l4 This is especially troubling in the context of the company’s competitive zone proposal as I d i sxs j  
subsequently in this Surrebuttal Testimony. See mf.. at 16. 
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2 

3 

4 

5 

a company to “game” the process by arbitrarily assigning costs to various sertices, 

some of which will be more competitive than others. By adopting the S ta3  Plan, 

the Commission can signal that it intends to break that linkage and rely ox price 

regulation- rather than the assignment of costs- to protect both consumers and 

competitors against the risk of cross-subsidy. 

6 

7 7. THE QWEST PLAN 

8 Q. 
9 

MR. INOUYE OFFERS A PRICE REGULATION PLAN (“THE QWEST 

PLAN”) AS AN ALTERNATIVE TO THE STAFF PLAN [INOUYE ,4T 
10 151. WHAT IS YOUR OPINION OF THE QWEST PLAN? 

11 A. 

12 

13 

14 

15 these benefits. 

On the one hand, I am pleased that Qwest has decided to put a price regulation plan 

on the table, and I agree with Mr. Inouye that price regulation has a number of 

benefits that recommend it over traditional rate of return regulation [Inouye at 33. 

On the other hand, it is certainly not true that any price regulation plan would have 

16 

17 
18 
19 
20 

21 

22 in turn. 

The devil, as always, is in the details, and the Qwest Plan is seriously deficient in a 

number of respects. I divide my concerns into four areas: (1) the structure of the 

plan; (2) the “population” of the baskets (chat is, Qwest’s decisions abour: where 

existing services are assigned); (3) basket “governance” (that is, the price rules &a: 

apply to Qwest’s two baskets and to services within baskets); and (4) the 1 i k - e  to 

Qwest’s “competitive zone” proposal.15 I now address each of these problem areas 

15 I have already addressed Dr. Taylor’s criticisms of our efforts to arrive at an appropriate productivity 05 icr 
services in Basket 1 and have noted that he apparently rejects the use of the productivity data supplied by h s  OWL 

client. See supra. at 9 .  Perhaps it is for that reason that the Qwest Plan chooses not to specify a prod=c\-x?- 
offset at all. 
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Strucrure of the Owest Plan. Qwest proposes two baskets, in effect, eliminating the 

“wholesale” basket or Basket 2. I prefer the three baskets under the Staff Plan, 

principally because that structure seeks to segregate “wholesale” from “retail” 

prices.16 As competition intensifies, I expect that the attention of the Commission 

will be increasingly focused on controlling the wholesale prices which go\-ern 

important inputs competitors need in order to compete with Qwest. My major 

difference with Mr. Inouye’s proposal is that he would place carrier access charges 

in Basket 1. 

Population of the Baskets. As I have stated previously, I do not believe i t  is 

necessary that carrier access and basic services be in the same basket. First, it is 

important to keep wholesale prices separate from retail prices. Second, Qn-est can 

use other means of rebalancing rather than raising basic local exchange rates as it 

seeks to do in this proceeding. While it is a closer call, I would also oppose 

assigning residential and business lines beyond the primary line and PBX trunks 

beyond the first trunk to Basket 3 at this time [Inouye at 9, Exhibit CTI-2 at 21. I 

recognize that these lines/trunks could be considered “nonessential” and also that at 

least some consumers may have options for second lines (e.g., wireless phones, cable 
telephony). However, this decision would be better made by the Commission in a 

separate proceeding as envisioned by the Staff Plan [Shooshan at 11.1.” Finally, Mr. 
Inouye states that “Qwest has previously been granted pricing flexibility for special 

accedprivate line” and that the company “has been granted ‘streamlined’ pricing 

by the Commission for several existing ‘service packages’” and that these offerings 

should be properly placed in Basket 3 [Inouye at 51. My understanding is that 

“intraLATA toll services” have been classified as competitive and that the 

As I read Mr. Inouye’s Testimony, Qwest does not see the need for a separate wholesale basket because the 
only existing “service” that Qwest would not assign to one of its two baskets would be UNEs (and presumably 
local resale) which we agree is governed by a separate set of pricing rules. Thus, our disagreement about whether 
a third basket is needed can be seen as a disagreement about where services should be assigned. See Inouye at 13. 

‘7 I wouldnot object to Qwest’s view that the Commission should specdy the elements of the “less rigorous test” 
envisioned in my Testimony as part of this price regulation plan [Inouye at 61. I have indicated what such a t s t  
might be [Shooshan at 113. 
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Commission has defined those services as “interexchange Private Line (point-ro- 

point dedicated circuit) Service, and interexchange MTS, WATS, 800 sesice m d  

optional calling plans.”*8 Accordingly, “intraLATA toll services” (as defined? should 

be placed in Basket 3 .  To the extent that Qwest has been accorded pricing 

flexibility for certain existing “service packages,” those packages should also he 

placed in Basket 3 .  It is certainly the intent of the Staff Plan that Qwest not lose any 

pricing flexibility that it already has been granted by the Commission as a result of 

implementing the Staff Plan. 

Basket Governanace. The Qwest Plan proposes a revenue cap for Basket I, thereby 

rejecting the typical “inflation less productivity” form of price cap. This omission 

might be explained, as I previously noted, by the fact that their consultant in this 

case (Dr. Taylcg), believes the productivity data Qwest has provided a-e 

inappropriate for use by the Commission [Taylor at 12-13]. The lack of an 

“inflation less productivity” index mechanism denies Arizona consumers the direct 

benefits of increased efficiencies Qwest can be expected to achieve under price 

regulation. 

Mr. Inouye further opposes the use of a “hard cap” primarily because Qwest seeks 

to rebalance rates by raising prices for basic services. I have already stated my 

concerns about the Qwest approach, qecially in light of the magnitude of increases 

for basic services it has proposed in this case. I believe a “hard cap” is a legitimate 

tool for protecting consumers who rely on basic services, particularly during the 

initial price cap term. 

On the other hand, Qwest should have the flexibility to adjust prices of services in 

Basket 1 within the overall cap, and Mr. Inouye is correct in observing that the 

“hard cap” as described in my Testimony [at 121, in conjunction with the price cap 

formula proposed in the Staff Plan, will tightly constrain Qwest’s abiliq- in t h s  

respect [Inouye at 6-71. The Commission could certainly consider reducing the 

18 ACC Decision 59637, April 25, 1996, Finding of Fact 7. 
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range of services subject to the “hard cap” and/or adjusting the price cap formula if 

it wants 10 provide Qwest some additional flexibility within Basket 1. 

For Basket 3, Qwest proposes to use a price cap based on the weighted averagc of 

prices of the services in that basket plus 15 percent. Prices could be raised, and 

terms and conditions of services changed with one-day’s notice to the Commission. 

Further? prices could be lowered with no notice to the Commission. This approach 

has some advantages over the approach to Basket 3 pricing in the Staff Plan 

[Shooshan at 12-13]. For consumers, it means that, should Qwest seek to raise 

prices €or some services in the Basket such that the adjusted weighted average price 

cap would be exceeded, it must lower other prices. Under the Staff Plan, it is 

possible that prices could only go up (unless “checked” by effective competition), as 

long as they remain below the tariff ceiling set for that sewice. For the Commission, 

the overall revenue cap proposed by Qwest could be easier to monitor and 
administer than dozens of individual tariff-based caps. However, if the Commission 

is to monitor such a cap, it must also have knowledge of price reductions. I 

presume that Qwest intends to file a tariff or some form of notice on the effective 

date of a price reduction to enable the Commission to track the effect on the cap. 

The Competitive Zone Proposal. Mr. Inouye proposes the use of competirive 

zones “with the basket approach” [Inouye at 121. Specifically, Qwest proposes that 

services within competitive zones (as defined by Commission rule) be moved to 

Basket 3. While the use of competitive zones to move services to Basket 3 on a 

geographic basis would be far less troubling to me in the context of true price 

regulation than it is under the traditional rate-base rate of return regulation approach 

initially favored by Qwest in this proceeding, Qwest’s price regulation plan, as 

presented, is really nothing more than a proposal to extend the “regulatory lag” for 

three more years after which time it can decide whether to go back to traditional 

rate-base rate of return regulation. Thus, my concerns about the use of competitive 

zones are still as stated in my Testimony [at 3-41. While Mr. Inouye is correct that 

Oregon is using the competitive zone approach [Inouye at 131, it is currently doing 

so within the context of a price regulation plan. Moreover, the Oregon legislature 
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has mandated that the Oregon Public Utility Commission no longer use rare of 

return regulation once a company elects price regulation.19 

Q. WHAT ARE YOUR VIEWS ABOUT THE COMPANY’S PROWSION 

FOR TREATMENT OF “EXOGENOUS FACTORS”? 

A. The Qn-est Plan appropriately makes provision for adjustments to the price cap 

formula due to exogenous factors. I am concerned, however, that the standard 

Qwest would have the Commission apply is far too broad [Inouye Exhibits at 31. 

The basis for adjusting the price cap formula to reflect exogenous changes should 

be defined as narrowly as possible. An exogenous factor should be employed in the 

instance of changes beyond Qwest’s control that have a measurable efie- bt on 

Qwest’s costs or revenues. Exogenous changes that are appropriate would kclude 

tax law changes, accounting regulation changes and regulatory changes that cause 

more than a de minimis change in Qwest’s costs or revenues in Arizona. 

8. SUMMARY AND CONCLUSION 

Q. WILL YOU PLEASE SUMMARIZE YOUR SURREBUTTAL 

TESTIMONY? 

Yes. I respond both to criticisms of the Staff Plan proposed in my Testimonj- and 

to the alternative plan proposed by Qwest as a substitute for the Staff Plan. With 

regard to  the Staff Plan, Qwest asserts that it does not afford adequate pricing 

flexibility, particularly to enable rate rebalancing. As I have described, Q w s t  may 

rebalance by a variety of means, including adjusting rates of non-basic seirices. 

19 Oregon Revised Statutes, O.R.S. 759.410. 
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There is no compelling need to have wholesale and retail services in the same 

basket. Further, while Qwest alleges that the Staff Plan reduces existing pricing 

flexibility awarded to Qwest, it is the intent of the Staff Plan (as I have clarified) that 

any services or packages receiving flexibility today should continue K O  have 

flexibili?. Contrary to Dr. Taylor and hlr. Inouye’s objections, the inclusion of a 

service quality offset is not unreasonable, as other states have similarly included such 

an offset in their price cap plans. I do not agree with Qwest’s positions of foregoing 

additional infrastructure commitments and rejecting the conditions related to 

litigation that I advanced in my Testimony. 

. .  

4 

~ 

I strongly disagree with Dr. Taylor’s position that there is a “one size fits all” 

approach to estaashing price regulation. State price regulation plans and their 

elements, including productivity offsets, have been arrived at through a variety of 

methods and are not always based on the formula that Dr. Taylor prefers. It is 

important, as the Commission moves away from rate-base rate of return regulation, 

to consider Qwest’s own data related to its operations in Arizona. It is appropriate 

to use in this proceeding data subsequent to Qwest’s last Arizona rate case since 

those data are less subject to significant rate level and structure changes. 

Additionally, the markets in which Qwest operates today- and will in the future- 

are mzkedly different than they were 10 years ago. In criticizing the Staff’s 

productivity growth measure, Dr. Taylor rejects use of the very data and method 

favored by his client, Qwest. The Commission should disregard these criticisms. 

4. 

While Qwest has indicated it willingness to consider a price regulation plan as an 

alternative to traditional rate-base rate of return regulation, the Qwest Plan is flawed. 

Qwesi- rather than the Commission- retains the option to re-instate rate of return 

regulation after three years. As I have described, this would permit Qwesr to seek 

rate increases to cover competitive losses. For this same reason, I still reject 

Qwesi’s competitive zone element of its plan. One element of Qwest’s proposal 

deserves consideration. The proposed revenue cap on all services in Basket 3 may 

have advantages for both consumers and the Commission. 
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Of &e two plans before the Commission, the Staff Plan is superior in t e r r - s  of 

p r o d i n g  the company with pricing flexibility, allowing for some rate reb&ii:ing! 

and providing greater consumer benefits. 

5 Q. DOES THIS CONCLUDE YOUR TESTIMONY? 

6 A. Yes, it does. 
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1 Q. P:t2_~= T L I ~  J-ou_r name and business address. 

3 A. 

3 Lee‘s ST&L Missouri 64086 

TLfy m e  is Sreven C. Carver. My business address is 740 North B1.x Parh-ay, Suite 204. 

10 Q. 

1 1 A. 

12 

13 

14 

15 

16 

17 

On vihcse behalf are you appearing in this proceeding? 

LTi5.E~cc3 ’cs’i~s retained by the Staffofthe ,ezona  Corporation Commission (nsieinafter “Staf’ 

or ”-ACC S t a F )  to review the rate filing of US West Communications, Inc. (--USWC” or 

‘ ‘CmFaf ‘ j  in Docket No. T-1051B-99-105 and to file testimonj- with dxs Commission 

respcryrig i3e results of our review. U S WEST and Qwest Commmicarions (“Qwest”) 

rececCJ- consummated a merger of the two companies. Although Qwi-pst is rhe swiving 

coqorz5on. h e  pending docket was filed and has, by and large, been pioctssed prior to 

-he merger. For reference purposes, my testimony will conrinue to address the 
- -- 

18 C ~ q ~ m y  s L ,\WC or U S WEST, rather than Qwest. 
I 

19 Q. 

20 A. 
‘1  

P!tzs= ~mmz-+e the purpose and content of your testimony in this Docker. 

Geze~Ay. ZIT responsibilities in this docket included the review and eva1ua;Lion of various 

e i r z i c z ~  of operating income and rare base included within USA-C-s overall revenue 
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reqy+zlent recommendation. As aresdt. I sponsor and address in testimoq- \.iFrims rate base 

a i  czeraring income adjustments proposed by the ACC Staff. The ratem&!g adjustments 

U-PLC-I; I 20 not sponsor are addressed by ACC Staff witness Michael L. Brox5.  Other ACC 

S*ae::.ixesses filing testimony in this proceeding include Mr. Stephen G. Hill. n-ho provides 

* .  . - .  

r = c @ m =  ,adations concerning the appropriate capital structure and cost ra1s rfiar should be 

emFio-j-;ed for inuastate ratemaking purposes, and Mr. 'CViUiam Dunkel on f i e  ==as of rate 

&sic;-. cz$tl recovery and fair value. The revenue requirement efftct of -;2= x-aious Staff 

adj-zeDts and recommendations are reflected in the ACC Staff A4ccomTii2g Schedules, 

which I will inrroduce and jointly sponsor with Mr. Brosch. 

SpecZcdp: my testimony describes and sponsors, on behalf of the ACC S-m-: ~ar ious  rate 

base m6 operating income adjustments. These adjustments include the e1imtaxioE of certain 

tes: :-car incentive compensation costs, the annudization of depreciatioo exqxnse, the 

e W ; J o n  of image advertising and sponsorship costs, the imputation of adc5riona.I revenues 

a s s 0 ~ 2 ~ d  with FCC Dere,dated products/ services, and the correction md'or reversal of 

cer& z~justments recommended by the Company. Additional adjustments I sponsor include 

the tiinination of the pension asset from rate base, the annualization of \\-age and salary 

espmse- as well as the computation of the amount of interest expense deducti'olt in quantifying 

inccze  -a~ expense for ratemaking purposes using the interest synchroniza~on methodology. 

The kcisex at the beginning of my testimony and the first page of the -4CC S-zG-4ccounting 

SchcJdes identify each individual adjustment that I Will discuss in testimocy. 

UTILITECS. :NC. Page 2 



Direct TestirnonJ- of S r x e n  C. Carver 
Docket NO. i-1051B-99-105 - 

EDUCATION ANI) ESPERIEKCE 

I 
- 7 

3 

4 

5 

6 

7 

8 

9 
7 

1 1  

12 

13 

14 

15 

16 

17 

18 

~ l 9  

20 

21 

'? 

Q. 
A. 

Q. 
A. 

U-i?a is your educational background? 

I S z i u x d  from State Fair Cornunity College xhere I received an A s s o c i a  of .hts Degree 

with a0 emphasis in Accounting. I also gradualed from Central Missouri State Unh-ersity with 

a Bachelor of Science Degee in Business Administration. majoring in - k c o u t i n g .  

Plezse summarize your professianal experience in the field of utility regulation. 

From 1977 to 1987, I was employed by the Missouri Public Service Commission in various 

professional auditing positions associated nith rhe regulation of public u~l i t ies .  In that 

capacity, I w2s responsible for the submission of expert testimony as a Stdfuimess, During 

the period 1977 through 1979, I participated in a Federal Energy Regulatoq- Commission 

co iq l imce  audit, reviewed utility certificate and financing applications, a d  p d c i p a t e d  in 

and supemised various accounting compliance and rate case audits (including earnings 

rek-im-s) of electric: gas and telephone uriliv companies. 

In October 1979, I was promoted to the position of Accounting Manager of &e Kansas City 

Office of the Commission Staff and assumed mpervisory responsibilities foi a staff of ten 

regdato? auditors. I directed numerous rate case audits of large electric: g a  and telephone 

utili?- coinpanies operating in the State of Missouri and coordinated such acdliries with other 

Commission departments. My responsibilities also included the development and review of 

accounT&g issues; the preparation of Staff issues for hearings, and the provision of assistance 

to S-xiicounsel in drafting hearing memoranda. cross-examination questions m d  legal briefs. 

In Api! 1983. I was promoted by the Commission to the position of Chief -Accountant and 

assmed o s e d l  management and policy rzsponsibilities for the Accounting Department. This 

depzrxllcnt w2s comprised of approximately forty professional stafi'members specializing in 
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regulaIo7 accountins and depreciation issues. I provided pidance mi z s i m c e  in the 

techniczi development of Staffissues in major rate cases and coordinared the gzzeid audit and 

a0mipisFrative activities ofthe Depaitment. During 1986-1987, I ws acti\-el>- involved in a 

docket established by the Missouri Public Service Commission to invesn,,oere the revenue 

requirement impact of the Tax Reform Act of 1986 on Missouri utilities. 

IC 1986: I prepared the comments of the Missouri Public Service Comrnissioc respecting the 

Proposed Amendment to FAS Statement No. 71 (relating to phase-k plans, plant 

abandolunents, plant cost disallowances, etc.) as well as the Proposed SZitcrnexr of Financial 

Accounting Standards for Accounting for Income Taxes. I activelq- paezi2ated in the 

discmsions of a subcommittee responsible for drafting the comments of the National 

,4ssociation of Replatory Utility Commissioners ('LNARUC") on the Propose3 -2mendment 

to F - G  Statement No. 71 and subsequently appeared before the F i r a x i d  -4ccounring 

Stao&rds Board with a Missouri Commissioner to present the posiriors ofXARUC and the 

Missouri Commission. 

In July of 1983 and in addition to my duties as Chief Accountant, I was appointed Project 

Manager of the Commission Staffs construction audits of two nucleapoxvei  plan^ owned by 

electric utilities re-dated by the Missouri Public Service Comissior?. -43 Project Manager, 

I v a s  involved in the staffng and coordination of the consmxrion ax%s and in the 

development and preparation of the Staff's audit findings for presentation to -7" L, Commission. 

In t b s  capacity, I coordinated and supervised a matrk organizatioc of S-zz accoumants. 

engineers. zittorneys and consultants. 

-- 

I commenced employment with the firm in June 1987. During my e m p l o y x x  \Ti& Utilitech. 

I have been associated with various regulatorq. projects on behalf of ciiens 5 h e  States of 

.L+zonz. Fiorida. Hawaii, Illinois. Indima. Mississippi, Missouri. K'sK- Mexicc ~ Oklahoma. 
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Pens--lvania. Texas: Utah. Washington, West Virginia and W-yomklg. I have conducted 

reveme requirement and special studies of various regulated utiIities he. .  electric, gas, 

telep>one and water) and have filed testimony on behalf of: the -k-izona Corporation 

C o h s s i o n  Staff; the Florida Public Counsel; the Hawaii Department of Commerce and 

Corsmer  -4Eairs Division of Consumer Advocacy; the Indiana Utility C o n s u e r  Counselor; 

the City of JefYerson of the State of Missouri; the Oklahoma Attorney General: the Oklahoma 

Corpoiation Commission S+&; the Permylvania Office of the C o n s u e r  -Advocate; the 

Missouri Public Service Commission Staff, the New Mexico PRC S ~ ;  the OSice of Public 

C o m e 1  of the State of Missouri; the Telecommunication Ratepayers -lssociation for 

Cost-Based and Equitable Rates; the United States Executive Agencies; the LE& Committee 

of Consumer Services and the Public Counsel Section of the Washington -4xorney General. 

Since joining the fm, I have continued to appear as an expert witness before the Missouri 

Public Service Commission on behalf of various clients, including the Commission S a .  
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Q, 

A. 

Q- 

A. 

Wkz os-eid! revenue requirement has the ACC Staff proposed for LS1T-C-s intrastate 

regdaze3 operations? 

In its ~ T i a j  &g in t h ~ s  proceeding, USWC filed accounting and financizl information 

suppoiring a revenue deficiency of about $225.9 million, using an on,oinal COST rate base and 

a 37me 5 G z  1998 historical test year. USWC's application only sought a rate increase of $70.9 

miiion. 

- 
On hfq- 3, 2000, the Company updated its revenue requirement filing io r e n t s  a test year 

ended December 3 1 , 1999. This test year "update" supported an oveiall revenue requirement 

ofS201-2 million, as set forth on USWC Exhibit GAR-S1 (Redding Supplemental Exhibits), 
and a revised m e  increase request of $88.6 million (Data Request So .  43-19S1). In 

comparison, the ACC Staffhas assembled arevenue requirement recornmen&~on supporting 

an o v d  rate increase of approximately $7.2 million. A series of accountkg schedules 

s u p p o ~ g  the Staffrecommendations are located in the joint ACC StaffAccoun-~g Schedules 

that have been separately bound. 

Please summarize the frnancial impact of the larger ratemaking adjustmena proposed by the 

ACC SE& contributing to this difference between the revenue requiremen? recommendations 

of LSWC and the ACC S m .  

Tne more si-gificant ratemakmg adjustments comprising the difference betv.-een The Company 

and S + d  recommendations are summarized in the following table. It should 5s noted that a 

detail& reconciiiation of the various differences in revenue requiremen? is set forth on 

Schedule E ofthe ACC Staff Accounting Schedules. 
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Estimated Revenue 
Schedule Requirement 
Reference Description (Millions) 

2 2  

8-3 

B-5 

C-l 

C-5 

c-8 

C-i 0 

c-11 

C-13 

c-13 

c-14 

c-15 

C-17 

C-18. B-7 

C-23 

C-27 

c-29 

c -3  0 

Return on Equity 

Pension Asset 

Proforma Depreciation - Reserve Reversal 

Revenue .-4nnualization - Local Service 

Directory Imputation 

Service Quality Program Elimination 

EOP Nodabor  Reversal 

Year-End Wage & Salary Annualization 

Incentive Compensation 

SOP 98-1 (Internal-Use-Sofe) 

US WC Payroll Adjustment Reversal 

Proforma Depreciation AnnuaIization 

FCC Dere,dated Service Imputation 

FCC Dereg - Separations Adjustment 

Depreciation on Unrecorded Retirements 

Image Advertising / Olympic Sponsorship 

Exchange Sale Allocation Adjustments 

Reciprocal Compensation 

Total 

i Y 9 . 3 )  

(5.9) 

9.0 

(9-0) 

(43.0) 

(9.8) 

(5.8) 

i33.9) 

(15.5) 

(32.8) 

(13.3) 

(3.0) 

(3.6) 

3.8 

(2.. 9) 

iiO.1) 

(1 1.4) 

11.6 

i'C177.8) 

Q. 
A. 

Codd I;OU please summarize how the ACC Staff Accomting Schedses art crgmized? 

5-2s. i ne components of the proposed revenue requirement appear 011 ACC 5-d- Schedule A. 

Tze S - e s  proposed rate base is brought forward fiom ACC Sraf Sched1i-r 3- Summary of 

- 
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jurisdictional Rate Base. Similarly. the Staffs adjusted net operating income rxommendation 

is brought for,i-ard from ACC Staff Schedule C. Summary of Operating Incozx. vi-hile the cost 

of =pial recommendation is obtained from ACC Staff Schedule D. Cqi ta l  Structure 

SEUElar)-. 

ACC Staff Schedule -4- I presents the calculation of the gross revenue conversion factor used 

to conyen the net operating income deficiency (or excess) on ACC Staff Sckdu le  A into the 

appropriate revenue requirement amount. The various adjustments to rate b2.x and operating 

incorne are supported by individual supportins schedules and some supplemen-A workpapers. 

The witness sponsoring each schedule comprising the Staffs overall recoxmendation is 

identiiied in the upper left-hand comer thereof and is listed on the schedule izdex located at 

the Sonr oftht  .4CC StaffAccountins Schedules. 

Q. 
A. 

HQW wdl you identify and refer to the individual Staff accounting adjustmeixs? 

Both m e  bzsise and operating income adjusunents have been numbered sequentially, but 

separarely, be-&g with the number "one". In order to distin-pish 15s first rate base 

adjusrment from the first operating income adjustment, the adjustment numb-: is preceded by 

a reference to the schedule on which the adjustment was posted. For exLqp!e, the posting 

schedule for the rate base adjustments is ACC Staff Schedule B. So, tlx 5rst rate base 

adjusrment Xi-ouId then be referenced as -4CC Staff Schedule (or Adjustment) B-1 . Similarly, 

the firs operating income adjustment cvould be identified as ACC StzE Schedule (or 

A d - j m e n t j  C-1, since ACC StafTSchedule C is the posting schedule for the --come statement 

a d j m e n t s .  k-or purposes of the Staffs testimony in this proceedipg. Mr. Brosch and I will 

use the words '-schedule" and "adjustment" interchangeably when referring a the individual 

a d j m e n r s  rioposed by the St&. 

- 

._ 
Q. Pies d e s e n x  the S W s  approach to qumntifying revenue requirement in -3% proceeding. 
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1 The SLzii_%xmnting Schedules use the Company's '*update" a m o u n ~ ~  (as Sled in May 2000) 

for rart bae.  ;-venues and expenses as a startk~gpoint, which were then adjusIed to reflect the 

impzct of the -arious Staff proposed adjustments thereto. By starting u?th the Company's 

"up6ate'- f i h g -  each test year ratemaking adjustment recommended by the StaZrepresents a 

reconciling - ciifference, positive or negative. which can be used to quanti5 the value of the 

various issues between the Staff's recommendation and the Company's overall revenue 

requixment. In fact, ACC Staff Schedule E represents a reconciliarion of the revenue 

requirement differences between the Company and the Staff by individual adjustment. 
P 

Q. Referring to -4CC Staff Schedule -4: could you please explain the format employed in 

qumt@,-ing the Staffs overall revenue requirement? 

Yes. In developing its overall revenue requirement recommendation in this proceeding, the 

StaEhas prepred a series of recommended adjustments to the Company's f l e d  case which 

are designed TO match the various components of the ratemaking equation and maintain the 

inte-giv of the December 3 1, 1999: end-of-period test year. In so doing? the Staff proposes 

that the effec: of various changes (e.e., - investment, prices and volumes) which qpicdly occur 

subsequent to the selected test year should be excluded from the determination of overall 

A. 

revenue requkement, as presented on ACC StafT Schedule A. 

Overdl: h e  S ~ a f f  disagrees with the Company's use of a global end-of-period arYlualization 

approach and the piecemeal reco=gition of changes occurring beyond December 3 1, 1999. 

Instead, the S-zffrecommends that the Commission normalize test year opemlilg results, adopt 

annualization adjustments for specific identifiable components of revenues md expenses, and 

a n n d i z e  book depreciation expense on year-end depreciable plant in o r d s  to appropriately 

recomize - ongoiig costs and revenues. Tie rationale underlying the S&-s proposed test year 

approach uil: be addressed in the Test Year section of my testimony. 
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On b e - ~ l f  of the Staff, hzs Utilitech thoroughly reviewed the various revsnue requirement 

a+jusLmenIs proposed by USWC such thar Ihe inclusion of an adjustaent without modification 

shozlld signify Staffs agreement with. or acquiescence to: the appropriatexss of any such 

ixr;ls for ratemaking purposes? 

KO. As consultants to the ACC Staff, we did review and submit discoveq-. a necessary, on 

all of t he  Company’s various adjusunents (and workpapers) in v q i n g  degrees. -Although we 

h1-e proposed numerous adjusQneEts to the Company‘s filin,o; we ha\-e not necessarily 

proposed an adjustment for each and evev item identified due to mxerialin- andor work 

prioritizztions. Consequently, the inclusion of a Company adjustment without modification 

should not be construed as agreement with or endorsement of that prLiculzir adjustment 

m o u n t  or adoption of the underlying methodology or theory. 
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Q. 
A. 

Y~XZ ZSL yezr was employed in ihis Docket? 

%/%en L-SWC originally submiaed its rate filing in this proceeding, the  Coclpaip-'~ revenue 

r e q ~ e m e n t  \<-as based on a test year ending June 30,1998. Durin,o &e procedural conference 

on Aprii 4,2000, the Chief Hearing Officer ordered U S WEST to updzre irs  st year through 

cdesdzsyear 1 999. prehearing Conference, tr. 16.1 AS aresult, USWC's revenue requirement 

'-update" is based on a historical test year which starts with the Compmy's results of 

o p d o n s  for the twelve month period ended December 3 1 , 1999. 

Q. 
Ab. 

Ha -Jle -4CC Staff employed the same test year update as that filed b>- the Company? 

Yes. The Stdf"s proposed revenue requirement employs the Compan>-'s profonna amounts 

for me bzse, revenues and expenses from the 1999 test year update a a startins point. These 

comLmnents ofthe ratemalung formula were then adjusted to reflect the impact of the Staffs 

proposed a d j m e n t s  thereto. 

Q. 
A4. 

Hzs USWC proposed a year-end or average approach to test year valuation? 

In general terms, USWC has proposed use of end-of-period investment, volumss (access lines, 

employee headcounts, etc.) and prices (wage and salary rates, revenue prices, etc.) in 

qumtiii-ing overall revenue requirement. However, for certain e l e n e m  of revenue 

requirement (wage/ salary rates, reciprocal compensation, exchange sale, broadband =set 

transfer and depreciation accrual rates), the Company has quantified ratemahag adjustments 

which h v e  the  effect of reco-@in,o post-test year levels or events. More expzxively, USWC 

has proposed 10 annualize vimally all revenue and expense accounts using a --December 1999 

times 13'' (i'Dec* 12") or a year-end trending methodology. 

UTI LITEC H. !NC. Page 11 



I I 

1 - 3 - I 3 

5 

6 

Direct Testimony of S T ~ V ? ~  C. Carver 
Docket No. i - I c'5 1 B-99- 1 05 - -  

P .  

OL&Q Company witness George Redding dedicated several pages 01 9x5 his direct 

t e m i o a y  and supplemenral direct testimony to a discussion of the test y e z .  L-SWC's filing 

is intzmally inconsistent and serves to misstate various elements of the r a t e n i ! , o  equation. 

AT pz_ols 12-1 3 of his direct testimony, Mr. Redding discusses the concept of usko  - an end-of- 

period iate base in Arizona and the need to consistently adjust the income mtsment to test 

y e a r a d .  Beginning at line 1 of page 13, Mr. Redding states: 

7 
8 
9 

IO 
11 1 

12 
13 
'4 wedding Direct, p. 131 

Given the requirement for an end of period rate base, it is logical to dso m t e  
the income statement at the same level. However, I do have a problsn x v i t h  
picking and choosing. This can lead to a great deal of mischief and calse the 
rest year to be misleading. For example, if revenue volumes and employee 
levels were both rising over the course of the year, an adjustment thar took only 
the revenues to end of period levels would obviously mistate [sic] the t s t  year 
and provide a poor proxy for the period when new rates will be in e E s t  3 

15 W M e  I generally agree with Mr. Redding's concerns about consistency, the Com~any's EOP 

16 m e t i o n  does not necessarily achieve reasonable results. 

17 

18 

19 

The revenue and expense levels actually incurred by the Company represen: d x  product of 

prices and quantities, or "P*Q". When employing an end-of-period (EOP) tesi ?-tar approach, 

I q e e  uith Mr. Redding that the ratemaking process should reco-gnize the efkzts of known 

20 

21 

22 

23 

24 

25 a onemonth test year. 

changes in test year prices or quantities, or both. to the extent that such changes can be clearly, 

identified, verified and quantified, all else remaining equal. However, I d i s q e t  -hat a blanket 

annudimtion methodology that relies on multiplying a single month of revenutsl expenses 

times nyelve necessarily achieves the desired and intended matching. Moreox-er? TJSWC's 

EOP mualization approach has the effect of setting rates based on what efiee5vely becomes 
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Q. is *&at? 

-4. Le: ine explain by using a simpIified example. Assume that the Company '02J-j 12 "widgets" 

over &e course of the calendar year for a price of $1 each. If the Cornpan:- hzs consistently 

bought and expects to continue to buy 12 midgets and the price is not expecred to vary from 

S 1 ,Der unit, then it would be reasonable for the test year to reflect $12 of widgers expense. The 

pro-msed "Dec* 12" annuaiization' methodolog will only yield the E12 eqec ted  level of 

widgets expease if, and only if, the Company had either recorded hidget tsqxnse of $1 in 

December or quantified a manual adjustment to December's recorded eqpcnses in order to 

include the S1 therein. 

For example, ifthe Company bought all tweh-2 widgets in December: this me&odology would 

result in annuaI widgets expense of $144 (i.e.: 12 widgets times $1 times 12 months), absent 

normalizing adjustments to remove the cost of the excess widgets. At the opposite extreme, 

this methodology could result in "zero" widsets expense ifthe Company ha?pened to purchase 

no widgets in December (Le., 0 widsets times $1 times 12) and failed to icicnc@- the need to 

manually add $1 to December expense. 

Alrhou!z&hx example focuses on the quantity component of the "P*Q" equatioQ unit prices 

can m d  do change over time. Factors such as seasonality, heightened cornpenSon, oversupply, 

consolidation of purchasing power, chanses in source of supply and imlador? can all impact 

the price paid for each individual widset, which is magnified by the quantitl; purchased. These 

factors are likely to produce non-representative amounts in any single monh, but tend to 

smooth out acoss  a full twelve-month test !.ear. 

Q. 
A. 

Is "December 1999 times 12" the only cornpondof 

No. The Company did employ a trending Gchnique .in an attempt to evziuate the extent to 

whick &e amount recorded in December w z  representative. As I undersmd &e Company's 

Comp_any's amudization? 
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methodolos. 6, if the revenue or expense recorded in December 1999 appexzd to be "in-trend'' 

uii& comparable per book data in the months of October-November 1909 m d  J a n u q -  

February 2000, the Company. ancluded that "December 1999 tirnes 13" n-odd yield 

reasonable results. However, if December was "out-of-trend", the Company would either 

anemp: to identify specific normalization adjustments to increase or decrzase the December 

recorded revenues/ expenses or adjust December to fit the trend, using a five-monih averaging 

methodology. In any event: USWC attempted to use the trending approach to identify and 

eliminate out-of-trend conditions from influencing the annuahation process. 

Umcortunatelp, the focus of both the "December 1999 times 13" methoc m d  the trending 

approach divert attention away from the reasonableness of unit prices and related quantities. 

Instead, an implied assumption underlying the Company's approach is tha~  some revenues/ 

expenses will be overstated, but offset by understatements in other areas. ID m>- opinion, this 

does not represent a sound annualization approach for use in the ratemakin= 0 procrpss. 

Q. Codd youfdentify the USWC adjustment that annualizes test year revenues and expenses in 

this manner? 

Yes. US WC Adjustment P-0 1 , End of Period Annudintion, primarily uses -&is mualization 

approach. Referring to the Company's update filing, Supplemental Exhibit G-%R-S 7 increases 

A. 

operating revenues by $3.9 million and increases operating expenses by $28.3 man. While 

Mr. Brosch and I will individually discuss the various components of -&is Company 

adjustment, US WC has increased its overall revenue requirement by about 524.4 million using 

this approach. 

Q. Has the Staffproposed adjustments to move prices and quantities to year-end levels, consistent 

with the use of an EOP rate base? 
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A. Yes. T&ile rhe Staff has end rored to apply a relarively stringent t e s  y e a  zpproach in order 

to corsistently value the various components of the iatemaking eqmtion. -;nere are unique 

Ciicla-Wces currently affecting the Company's operations wkch desen-e and demand 

iecoszition - in the quantification of overall revenue requirement. As The Commission is aware, 

the Company has negotiated, but not yet closed, an agreement to sell cenain mi Arizona 

e x c h g e s .  iuso, the pending rare proceeding is the result of a leng-hy docket before this 

Ccmbssion concerning various revisions to USWC's Arizona depreciation rates. which was 

not concluded until after the 1999 test year. Further, the Company initiated a separate 

proceeding to transfer certain broadband assets to a non-re-dated afffliatte. Although the 

procedural scheduIe in the Iatter proceeding has been delayed, each of hese mmers uniquely 

&ea the Company's operating results in the State of Arizona. 

. 

Beyond adjusments for the exchange sale, depreciation accrual rates and broadbmd transfer, 

the S-m-has proposed specific adjustments to annualize discrete, identifiable components of 

revenues and expenses to test year-end. Although the Company may attempt to characterize 

this aproach as "picking and choosing" or leading "to a great deal of &chic<'' it is important 

to recognize u t  some revenues and expenses are reasonably stated at actual recorded levels, 

in the absence of detailed information demonstrating othemise. The presentadon of global 

reventle or expense annualization adjustments, for the mere sake of being able to state that 

eve?- dollar has been annualized, is not necessarily a good thmg. Said differently, it is not 

reasonable to shift to USWC's single-month test period to reasonably qmm- the Arizona 

revenue requirement. 

Stau" h a  endeavored to process this update filing on an expedired b2.sis. focusing and 

prioii;;izing its efforts on elements of the ratemaking formula that merir attention. ,4s a 

corsquence. the Staffhas presented what it believes is areasonable quanti5cztion ofUSWC's 
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o v r d  -&missate revenue requirement. using a reasonable year-end valuation zqroach for all 

e l e z x x s  where know and measurable changes require annualization. 

3 Q. 
4 voimxttic stetistics in Arizona? 

5 A. Yes- I have reviewed overall data concerning USW-C'S Arizona trends rr! investment, 

6 opo-ring expenses, access lines and changes in equivalent employee headcomrs. ,As shown 

7 by &e following graph, access lines, which serve as a general indicator of recuzinng revenue 

8 levels, have grown consistently since 1986 - a trend which continued throughout I999 into 

9 2000. 

Hzs-e J-OU atrsmpted to examine the historical trend in USWC's net rate base. e?qenses and 

~- 10 

. 11 

c 

USWC-A2 
Access Lines 

I 

2,900 I 1 :  
2,800 
2,700 
2,600 
2,500 
2,400 
2,300 
2.200 ' 

-t- Monthly Test Year-End 

Source: USWC responses UTI 2-3 & UTI 64-1 - AZ Summary Report. 

EqlJiniFisnt employee levels fluctuate fiom month to month, but have incTzaed significantly 

sincz iare 1997. 
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USWC-AZ 
Equivalent Headcounts 

- Total Occupational & Management 

7*5Q0 1 
I 

7.000 

I 

I + Monthly + Test Year-End 
, 

Source: USWC responses UTI 2-3 & UTI 64-1 - AZ Summary Report I 

~ 

In oxkr io minimize the volume of confidential data contained within ny i t > S i Z l O R ~ ,  these 

sgaphs oniy present the non-confidential data supplied in response to the refcrzxed discovery 

requem (i-e.? data through December 1999). Subsequent to the test yea;: =cess lines and 

employes headcounts have continued to increase. 

S~~~ proposed annualization adjustments, as appropriate, to reflect revemt changes and 

the si-gniiicant growth in access lines that occurred during the test year. Tin2 &-KT testimony 

of -4CC S-w-witness Brosch will address USWC's operating revenues and h x d u c e  c e d n  

ratemaking adjustments proposed by the Staff. 

With - to employee headcounts, I will sponsor an adjustment io arar'rli~4d waze and 

sdaq- e q n s e  at test year-end, in order to reco-gize the increased employe- 3t2dcounts and 

w q e  sal21 rates experienced through the end of 1999. Although USWC 'E 2iso proposed 
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a - 3.00 
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Q. 
A. 

Lines 

100 Access Lines Per Employee 
-+- 

l 
- 

7 

8 

9 

10 

I ' 7  

an a d j m e n i  to annualize wage and salary increases that occur subsequen: KI h s  test year, I 

will r eco rnend  the exclusion of the post-test year increases. 

HOG- aoes the growth in access lines compare to the growth in employee lei-&? 

Althorn employee levels have increased since late 1997: the growth in access lines appears 

to have lxoelv - .  offset that increase during this time kame. The follouing p p h  presents two 

related smistics which indicate relative employee efficiency in relation to access lines. 

USWC-AZ 
Average Access Line & Headcount Ratios 

1 2.00 1 

" cource: USWC responses UTI 2-3 & UTI 64-1 1; AZ Summary Report. 

As shoun by this graph of the non-confidzntiai data supplied by the Compm?, the rate of 

- crowtb in access lines since 1997 has largely offs&+he increase ir, emplo>-=i levels, thereby 

resulzing in t;?e relatively constant ratios during the more recent periods. Based on the 

statistical information I have reviewed and tesr year matching concepts. I believe that the 

a n n d i z a ~ o n  approach proposed by Staff better synchronizes revenues and labor expense at 

year-eai kV*els and avoids the need to engage in the detailed identification aci malysis of the 
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Q, 
A. 

pos;-iesr y e a  honm and measurable growth in revenues, access lines a d  other offsetting 

chmges. 

Have you zlso c o m p a d  w the Company’s overall Arizona intrastate expense levels? 

Yes .  I have reviewed the overall trend in USWC’s intrastate operatbg expense levels 

(excluding FCC Dere,dated Services) prior to and continuing beyond the tesi year. Absent 

fimiher de+&led discovery and evaluation of the Cornpay’s accounting records for the year 

2000, the S&-is unable to assess or comment on the factors that may conribute to changes 

in post-test >-.-ear expense levels. In any event, the following graph compares the level of 

intrastate operating expense “as recorded” during the test year (i.e.> the twelve months ended 

December 1999) with rolling twelve months of actual intrastate expense starting with 
December 1996. For example, the data point labeled “Dec-99” reflects actual intrastate 

operating exqxme for the twelve month period ending in December 1999. 

I uswc-Az 
JR Intrastate Operating Expenses 

1 800 

i 
I Nore: USWS Proforma excludes increased depreciation. I 

Source: US’JVC UTI 2-3 & UTI 64-1 (AZ Summary Report) & UTI 56-2. 

UTILITECH. INC. Page 19 



Direct Testimony of Sts-en C. Carver 
Doclgi No. T- 1 05 1 B-99- 1 05 

- 
1 

2 

3 

4 

5 

6 

7 

8 

- 9  

10 

11 

12 

13 

14 

Vhile  recorded expense levels are influenced by changes in both prices and quantities as well 

zis 2 vziery of correctin,o and out-of-period journal enmes. this graph does shon- an increasing 

hisronczi trend in operating expense. For comparison purposes. the grzph dso  reflects the test 

yezr madjusted as well as the Company‘s proforma level of operating expenst (excluding the 

e f k ;  ofthe charge in depreciation accrual rates). 

~ 

In order IO minimize the presentation of confidential information, this -graph does not reflect 

any OaE beyond 1999. While the Staff has not analyzed and audited ~e price and quantity 

diivers infIuencing the expenses recorded in the post-test year months of Januzq--April2000, 

it is noable that even dramatic post-test year increases in intrastate operating expenses, as 

presented in the underlying documentation, do not reach the extraordinaily high proforma 

level included in US WC’s proposed revenue requirement. 

Q. 

A. 

Have you prepared a similar graph of operatin,o revenues? 

Yes. Toe foliowing graph represents a similar comparison of i n t r m e  o p m i n g  revenues 

ovei the same time frame, excluding any confidential post-test year idormation. 

x 
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Q. 

A. 

uswc-Az 
J R  Intrastate Operating Revenues 

I 
1,200 

1,150 

2 1,100 
0 .- - - 
'E 1,050 

1,000 

950 

Months 

Rolling 12 Months 

1999 TY Level 

USWC Proforma 

li 

--t- - 
I 
I 

I 

Source: USWC UTI 2-3 & UTI 64-1 (AZ Summary Report) & UTI 55-2. 
Noz: USVC proforma IS "as filed" by Company. 

Clearly, revenues are increasing at a steady rate and may be less susceptible 10 misstatement 

through the annualization process. However, zs Mr. Brosch explains in his testimony, the 

revenue effects of the new broadband affiliate, reciprocal compensation, and the nature of each 

Q-pe of revenue must be analyzed and understood in developing appropriate ratemaking 

adjusunents. 

Earlier, you also mentioned that you had also reviewed data concemiq USW-C-s investment 

ia -4rizona Is that correct? 

Yes. Because three primary elements (plant in service, accumulated depreciariom' zrnortization 

reserves anddeferred income tax reserves) drive the Company's rate base. the follow graph 

compares historical intrastate "net investment" balances (excluding FCC DeregJaIed Services) 

21 December! 997, December 1998. and December 1999. 
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USWC-AZ 
Intrastate Net investment 

(exci. FCC Dereg) 
i.500 
1,490 
1.480 
1,470 

/ 
0 .- - 5 1,460 

1,440 1'450 I 
1.430 

92 
0 ct.c 

99 
0 & 

Net I nves tm en t - 

Source: USWC responses UTI 1-2 & UTI 42-2 - JR data per 1990's Repori 

L-SS-C-s net investment in these rate base components has increased over &e past several 

ye=. Subsequent to the test year, the net intrastate investment has contiilued IO increase, but 

h a  1101 been analyzed to determine whether the increase would be approprizitt for regulatory 

ram-gnition. 

Q. Wih these graphs showing increased revenues, expenses and investment, is it rezsonable to 

assume &at these changes will automatically put upward pressure on the i2tts charged for 

telecomunications service? 

No. If is generally anticipated that the passage of time ~511 result in increzshg costs and 

invesments, during periods of even modest d a t i o n .  As a result, the use of m end of period 

mte b a e  and year-end revenue/ expense annualization adjustments might be excezted to yield 

higher revenue requirements. However. after considering recent trends h access lines, 

A. 

headcounzs, revenues, expenses and net investment, the data indicates that & components of 

.;;le ~ ~ e a a k i n g  equation are changing over time. It is only by conducting a de tded  analysis 
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* 

mC im-estioation - into the underlying data that a determination can be made as to whether the 

overall revenue requirement has chanzed materially during the selected test year, thereby 

jusLfi.-bg an increase in the Company's tariff rates and charges. The key issue is whether 

revsmes are growing faster or slower than 01-erall costs, including investment r e m .  necessary 

to S ~ L ~ D O ~  those revenues. ,4s an indication of the existence of th~s offses$ng phenomenon. 

it is observed that the Company's last m e  case was processed about six years ago. 

Q. W'y is the proper selection and balanced adjustment of a test year important in the 

d e t d t i o n  of just and reasonable public utiliry rates? 

A. The iatemaking equation commonly employed Commission, and orher regulatory 

agenciss, compares a required return on rate base to the investment return generated by 

adjxsced test year operating results. If the return generated by the adjusted operating results 

(Le-: Xilusted operating income and rate base) is deficient, arate increase is required to provide 

the u d i q  an opportunity to e m  a "reasonable" return on its investment. Conversely, an 

excessive r e m  would support a reduction in utility rates. 

For rh:: ratemaking equation to function properly, the components comprising the equation 

(Le.: rate base, revenues, expenses and rate of return) must be reasonably- representative of 

ongokg levels, internally consistent and comparable - within the contexT of test period 

paramerers. To the extent that these components are not properly synchronized, a utility may 

not h a x  the opporhsity to e m  its authorized return or, alternatively, may have the 

O P F O & ~  to earn in excess of the return authorized. By synchronizing or maintaining the 

comparability of revenues, expenses and investment, the integrity of the t e n  year can be 

mainmbed with the reasonable expectation that the resulting rates mi11 no1 significantly 

m i s s a t e  the cost of providing utility service. It is critical that the ratemah: process properly 

spckionize only those known and measuable changes which occur during the test year or 

w i t h  ;i reasonable defined period subsequent thereto, rather than establish uTi1ity rates on 
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inqpro?iiate factors or inconsistent post-test year events. In this m m e i ,  rqgdaiors can best 

be = E d  that rates are reasonably based on ongoing cost levels. 

Over tliilt: each of these elements comprising the revenue requiremeni fol?nula ui11 and do 

change - as clearly demonstrated by earlier charts depicting historicalzzends in rate base‘ 

i?ccess lines, employee counts, operating revenues, and operating expenses. There is no 

question that operating expenses and net investment have increased, but so ha-e  operating 

revenues. Changes in one component of the “formula” that tends TO increzse revenue 

- 

requirement could well be offset by decreasing changes elsewhere. For this _r,lzso~, one of the 

yate proceeding it to analyze and balance these various elements of the revenue 

requirexent formula. 

Q. Do you have any direct evidence that increases in one area might be o E s e ~  by decreases in 

another? 

Yes. TEe Commission need look no further than the two separate test year revenue 

requirement filings that the Company has submitted in this proceeding. U;bile &ese two test 

years were 18 months apart, the Company’s overall revenue requirement approach did not 

change niaterially. Although the Staffdoes not concur with the Company‘s valuation of certain 

A. 

adjustments and overall EOP approach to the test year: the fact remains &ai a relatively 

consistent application of USWC‘s ratemaking theories resulted in a fai.Iy limited change 

bemeen rhese two revenue deficiencies filed by the Company. The followhg =%le compares 

the major elements ofthe revenue requirement formula reflected in these m-o Cormany filings: 
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Element .Tun 1993 December 19?9 

Ne: Rzte Base $1.474.717.000 S!.442.099.000 

1 e-& Operating Revenues 

i G-d Operating Expenses 

$1.1 1@.724:00@ $l.190.269.000 - 

$1 .O‘O,j78,000 $1.14~,198.000 - 

R-eiglhted Cost of Capital 10.74% 1 O.S6% 

Revenue Deficiency - Original Cost $225.878.000 $201.220.000 

Sources: Redding GAR-1 & GAR-5 (Direct Exhibits), GAR41 (Supplemem 
EAi5ts ) ,  - Data Request No. UTI 56-2 

During &e intervening 18 month period, the Company‘s valuation of rate b u e  has declined 

w-hile revenues, expenses and proposed return have all increased. DespiIe h e  dynamics 

undcriying these changes (included the exchange sale), the Company‘s overdl revenue 

deficiency decreased by almost $25 million. Clearly, there are differences bem-zen these test 

periok. The Staffwould likely have proposed any number of ratemaking a d j m m t s  to either 

tesr )-E. However, the fact remains that aII components of the “r’omula‘’ have changed, but 

overd! revenue requirement has remained relatively constant. 

Q. Do you have any M e r  comments concerning the Company‘s overall annuzdizz5on approach 

in this proceeding? 

A .  Yes. Tilere are significant differences between the presentations of USTVC and r j z  -4CC StafY 

c o n c ~ ~ & , o  how the test period should be adjusted for r a t e m h g  purposes. a k&cated in the 

Execueve Summary section of my testimony. One area of disagreemenz concern USWC‘s 

c o n c q  of annualizing all expenses to EOP levels using the “ D e c e r n k  times 12-. 

mechokology . The following confidential graphs compare historic levels of recorded product 

and ma-product advertising expense with the results from the C O X X ~ L -  W‘S a u a l i z a t i o n  

approach ‘io illustrate the problems inherent with USWC’s single-mont! ‘ :es  ye=. 
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$J&ough a subsequent testimony section will address the Staffs proposed tisdlowance of 

iEGe zdvertising costs, these graphs show that the "December times 12" aproach  results in 

excessive increases to the historical levels of advertising expense W;;tbour a:- evidence or 

m i o d e  justi&ing the magnitude of such increases. While advertiskg expens? has been used 

2s a exanple of Staffs concern with the Company's EOP anndizatior? approzck -Mr. Brosch 

and I 1\31 introduce a variety of adjustments which serve to annuaiize discrs t  revenue and 

espczse components that merit annualization. 

I a n  fzirly confdent that the Company will attempt to explain away f k s e  significant 

deviations between historical and annudized advertising expense levels bl; zr-guing that its 

mwdiz-ztion methodology was not desisped to focus on t h i s  degree of detail- 3m would have 

like& identified and eliminated by default any material variations in Oiscrete e q e n s e  items by 

"Den&& overall expense levels. If such a position is offered the accqtance of the 

Company's EOP expense annualization methodolog would require adopnoz of the premise 

tbc goss  overstatements of some categories of expense are accepoie  25 long as the 

Company's method just as materially understates other categories of exyensz. 

In my opinion, the Company's proposal to annualize aggregate expense levels without a 

de-ded evaluation and identification of the specific factors driving changes rZ incurred costs 

(i.e-, price and quantity changes) is misguided, ineffective and potentia& lea& 10 i? false sense 

th21 USWC's global annualization approach, which couples the "Decembz: -rimes 12" with 

other trending techmques, yields reasonable and consistent results. 

Q. Could you briefly identify the areas to q-hich USWC has applied ~e -'Deccxber times 12'' 

me+&od? 

1-es. L?-SWC Adjustment P-01 proposes to annualize the folloWing are= uL?z - IX '*December 

&s 12" mehod: 

- I  

A. 
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Ctperating Revenues 
Deregulated Revenues 

9 '&-age & Salary Expense 
Benefits Expense 
\-on-Labor Expense - Property Tax Expense 
Rent Compensation 
Cncollectibles 

Tl?e S k i h a s  reviewed each ofthese components of USWC's EOP mual izat ion adjustment 

md, for z o s t  components, offers separate annudization adjustments. T-t'ith regard to the non- 

f&or EOP annualization, the StafFs reversal of the Company's adjusment \\-ill be discussed 

in a sepzate section of my testimony. 
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Q. 

A. 

P k z x  2zzUfi- ACC StaffAdjustmenr C-10. 

ACC S:EAdjustment C-10 reverses the Company‘s proposal to a n n d k e  miscellmeous non- 

labor oeeraing expenses using the “December times 12” method. This non-labor 

annuiizzion in one of several components to USWC’s Adjustment P-0 I .  

Q. 

A. 

W ~ C  20 you believe that this Company adjustment should be reversed? 

In &e zst year section of my testimony, I generally discuss the test year concept and the 

m m t i o n  process, including the Company’s non-labor annudization a d j m e n t .  In many 

revmu2 and expense areas, it is possible to analyze data trends, comact or price changes, 

an&or oxher underlying statistics so as to identify specific items that merit aonualization or 

nomxdizxion adjustments. Mr. Brosch and I have proposed a number of adjustments 

a m u a k n z  - various cost of service items, including operating revenues (by categoiy), wage and 

sda5- expense, benefits expense, uncollectible expense, depreciation expense, rent 

conpeasxion and property tax expense. 

However: the non-labor expense category is comprised of millions of transactions across a 

broG zssortment of different types of expense. These transactions may reflea costs that are 

directiy k c u m d  by, or allocated to, the Company’s Arizona operations m d  would encompass 

exnemely diverse transactions, including: 

-Affiliate transactions 

- ?;on-capitalized s o h a r e  costs 
Jvlltorial services - Power expenses - 

Gperating rental expense (i.e.: outside the rent compensation smdy parameters) 

ChJtside consulting {auditors and actuaries). Iegd and securiry sssices 
3ilsiness ?rave1 costs (meals. lodging, etc.) 
Pcstcze (customer bills and notices) 
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Facility maintenance (materials and supplies) 
Property and casualty insurance 
Damage claim payments 
hdwtry  association dues and membership fees 
Magazine and periodical subscriptions 
SIockholder services costs 
-Advertising costs 

Consumable and office supplies 
Vehcle leases and operatin, 0 costs 

*c 

Tale Company has proposed to increse the test year level of non-labor inirastate expense by 

&on S 1 1 million; but has not identified any specific changes in the Company's operations 

or a need to purchase more (or less) of a specific good (or service) at a speciSc higher (or 

lowerj .;rice in support of this adjustment. The Company did not file or present any analyses 

or snr&ies that substantiate this method as a viable approach. Instead, the Company has posted 

a f&-nomalizing adjustments to the non-labor eqenses recorded in December 1999, prepared 

t r e n & ~  - comparisons with unadjusted monthly expenses @e, late 1999 and earl>- 2000>, and 

mdu?lied the residual times twelve. 

Q. Is &ere any approach to annualize non-labor expenses that you would have found more 

acceptable? 

1-25. If ~e Company had determined, for esample, dmt the cost of its c a s d t j -  ksurance had 
increased durin,o the test year, the Staff  yould have been willin, * to review the details 

undcl>-~kg the Company's workpzper calculations and evaluate the revenue requirement effect 

d ~ e r s f -  If the Company had annualized the cost of mailing cusromer bills or other 

coriespondence and concluded that postage costs were increasing becam2 of the greater 
n m k r  of mailings, Staff would have also been wdlin,o to r e v i  en- and evaluate those 

q m ~ c a u o n  details. Unfortunately, this \vas not Lle Cornpay-s approach to the 

w ! d i ~ o n  of non-labor expense. 

A. 
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€ark;. you presented several graphs regarding advertising expense. including the level of 

adverrising cogs included in the Company's EOP non-labor adjustmar. Did dx Company's 

a d j m e n t  workpapers contain similar information for other specific con-  I Donems ofnon-labor 

expense? 

The Company prepared its non-labor mualization at a high level. So, the Company's non- 

labor mualization workpapers did not produce data at the detail level necessaq- to evaluate 

the rcsonabieness of aparticular cost element. With regard to advertiskg e q =  and several 

other ppes  of cost, the C ~ q m y  did provide a quantificqtion of the annualized "December 

times 12" amount in response to specific discovery requests. In response to other similar 

requms, the Company simply stated that its annualization was not prepared io the level of 

detzil requested. 

For the reasons noted above, the Staff recommends that tile Commission disallow the 

C o m ~ a q ' s  EOP non-labor annualinnon adjustment. 
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YXAR-END WAGE 6: S*4LL4RY ANTWALIZATIOX 

1 Q. P l e a e  describe ACC Staff Adjustment ‘2-11. 

2 A. 

3 

4 

ACC SaE Adjustment C-11 is necessary to reflect an onzoing level of saluissl  wages in 

USWC’s cost of service and to consistently reco,Onize, or match, employee couofs with salary 

levels/ w q e  rates actually in effect in late 1999. 

5 Q. Did the Company also propose an adjustment to annualize salaries and wages to ttst year-end 

‘ 6  lewis? 

7 A. Yes. The Compmy did quantify a year end annualizaton adjustment using the EOP “December 

times 13” methodology discussed previously. In my opinion, the simpliciq- of rh is  approach 

masks several si,gnificant methodolog deficiencies and yields unreasomble results. First. the 

Compmy ‘s annualintion technique does not separately examine the individual components 

of employee compensation (basic wases, overtime & premium pay, kcenuse compensation, 

: 12 etc-j and determine an appropriate method to annualize each componem. Instead, the 

Company annualizes dl compensation components by multiplying the December 1999 expense 

-: s 
.’ 9 

\ 

1 1  

13 

I4 amount by 12. 

15 

16 

. 17 

IS 

Second, it appears that the Company has only made a limited attempt to e v d u t e  whether the 

wage and salary expense recorded during December 1999 represents a reaonzbie relationship 

with employee levels and workdays to form an appropriate basis for a r m w o n  purposes. 

In my opinion, this has resulted in an overstatement of the annualMon adjustment 

19 recommended by USWC. 

I 

20 Q. Did USWC adjust the wage and salary expenses recorded in December 1999 prior to the ‘ 21 annuilialion? 
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A. Yes .  VSWC did recognize several adjustments in an attempt to n o m d k ~ e  the December 1999 

wage mc? salary expense: incentive compensation accruals were adjusted io refiect average test 

y e a  ieve!s or eliminate out-of-period transactions; clearance journal entries recorded during 

December were transferred from benefits to salaries expense; and the relationshp between paid 

time 05 and base wages/ salaries was adjusted to the average amount recorded during 

September-December 1999. 

Q. How do the results of the Company's payroll annualization methodolosg compare to test year 

wage and salary levels? 

The following table compares the salary and wage expense incurred in 1998 and 1999 with the 

results from the Company's EOP annualization methodology: 

A. 

Total Arizona 

1998 

Payroll Expense Increase 

1999 

US WC Annualizatim 

Sources: USWC confidential UTI 18-25, UTI 42-5 & UTI 63-5. 

Referring to the above tabIe, the Company's annuaiization adjustment h a  the effect of 

reco-cpizing a larger increase in wages and salaries from the test year '*recorded" level to the 

December 1999 EOP level than the entire increase between calendar years 1998 and 1999. In 

other words: the annualization process is intended to restate test year expense fiom the average 

\vase! salary rates and headcounts experienced during the test year to ye%-end levels. So, a 

si-dicant portion of these changes (pay rates and headcounts) are already par'tzlly included 

nit% $e test year and tend to lessen the required annualizauon aejusment. However, 
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16 

17 

18 

19 

20 

21 

22 

7-  -J 

"4 

Q- 

A .  

Q- 
A. 

Q. 
A .  

. .  c&z;lmr year 1998 does not incorporate any of the changes experienced in calendar year 1999 

(Le-. iz Sther rate or headcount changes), so the expectation is that the year-ox-er-:-ear change 

ii-ouid 3, c =Eater than the results from the test year annualization process - absent significant 

s ~ x x r d  changes in the Company's operations. 

How does the annualized level of payroll expense proposed by the Staf f  compare to these 

levels? 

Refcmig to ACC Staff Adjustment C-I 1, the Staffhas proposed an annualized Ieve1 of payroll 

e q e n s e  of about $370.3 million (Total State). 

Hon- did you annualize wage and salary expense? 

After reviewing monthly headcount, workday and payroll data supplied by &E Company, I 

concluded that the annualization of payroll costs should be accomplished in s e v d  steps. The 

annualizarion of regular, or basic, compensation should reco,onize year-end 1999 employee 

levelss, wagel salary rates and a reasonable level of annual workdays. Overtime and premium 

pzy were separately adjusted to capture the effect of the wage and s a l q -  incrczses granted 

duing the test year. The Staff's annualization did not modify the test year le-el of incentive 

conpxsation pay, since the recovery of such costs will be addressed in a sepai ie  testimony 

secdon. Termination pay and clearances were also not adjusted from test year levels. 

Could you explain how you annualized regular, or basic, compensation? 

For puiposes of this proceeding, the annualktion of re,aular cornpensarion for both 

occuoationd and management employees, as presented on ACC S h f f . 4 d j m a i  C-1 I,  was 

baed  on average basic pay per equivalent employee for the three months of Osober through 

Deczzber 1999. The resulting three month average pay per employee was nukiplied by the 

D e c e ~ b e r  1999 level of equivalent employees and then by an annualizauar h z o r  of twelve 

(12). 1 3 s  methodology consistently recognizes the efTect of wage and s i q -  increases C .  
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. .  iEpieZared during the test year as well as the interrelationships between chm=hg headcounts 

a d  zxcloq'ee compensation levels. 

- _  
Q. Ti>>- cid you use the three month average times twelve methodology for res@= pay but not 

for o v e r h e  or bonus pay? 

Rer;izr payroll costs are a direct function of the number of employees, the "-%e and salary 

rafes ~ effect and the number of hours or days worked. The level of CSV-C's Arizona 

emdovees * -  increased during the test year, which generally tends to increzse pz>~oll  costs. Tne 

ten  >-~a wage and salary increases also have the effect of increasing payroll costs. It is my 

oplhion that the use of two or three months of basic pay data for an entity such US WC tends 

to heir, ltvelize and nomalize these items as well as other recorded journal ex-- rmnsactions 

thzi c o d d  otherwise improperly impact the annualization process. 

A. 

Ce&n forms of compensation such as overtime, incentive compensation a d  boi lus awards 

are linked to other factors, or cost drivers, which could be seasonal in nature or m y  fluctuate 

s i f l cmt ly  from month to month. As a result, the process of annualizing such items for 

inclusion in cost of service should not necessarily focus on a similar EOP vlnualization 

approacb because of the possibility that one or two months of data may nor 'E representative 

of ocgcing conditions or annual levels. 

Q. 

A. 

How have US Wc's employee levels changed during the test year? 

In the colrfidential response to Data Request No. UTI 63-2, the Company proxiaed hstorical 

im-omz~ion concerning the USWC employees physically located in the S t a ~  o f - i z o n a  (i.e., 

'-situs" eqloyees) as well as "equivalent" employees providing service to UZ%;C'.s Arizona 
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Alfio@ the monthly "situs" headcounts show a fairly steady build-up throughout 1999, the 

"eq13vaiem" htadcounts show- more month-to-month fluctuation. It should be noted that the 

m a o n  adjustments ofTered by both the Company and the StaffeEectively- rely on year- 

end hadcouni levels. 

Q. Could you briefly explain the difference between headcounts that are referred to as "situs" 

employees and "equivalent" employees? 

Yes. USTi7C's workforce is located throughout a fourteen state region. Due to the nature of A. 

the x--ork m individual employee might perform. the payroll and benefit costs of that employee 

could be assigned directly to the Company's operations in the State in which the employee is 

located or could be allocated between multiple State operations. Headcomts based on the 

geogaphic location (e.g., Arizona) ofthe employee are referred to as frsitus" employees. If 

10094 of z particular employee's time was attributable to work for the State in which he/she 

was - -  rhvsicdh- located. this employee would be counted as one "sirus" employee as we11 as one 

eq~vaiisllr" employee. bC 
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Q. 
A. 

Q. 
A. 

Q. 

A. 

Tae difkencf: between "situs" and "equivalent" employees comes into ~ 1 2 ~ -  xnen rhe payroll 

a d  be~lefit costs of certain employees are allocated or assigned to X O i e  &an one State's 

opezzicm. Since payroII costs are typically allocated betweenmultiple Smtss, employee levels 

that arc docated on the same or 9imilar basis as employee payroll COSTS are considered to be 

'IeGEivaient" employees. So, an employee located in one State and par"u3uy allocated to 

another State would be viewed as one "situs" employee, but less than one equivalent employee 

in the Szte of assignment. 

Is one ofthese methods of measuring employee levels preferred over the o k r ?  

Yes, depending on the intended use or application of the employee l e d  h For purposes 

of c o i n p e g  total headcounts or preparing trend analyses, "situs" basis employee levels may 

be readily available and acceptable, in the absence of other data. When preparing payroll 

muai iza~ions  that partidly rely on headcounts, "equivalent" employee l e d s  are generally 

considered to be superior to "situs" information because of its conskrenq- with recorded 

pa>Toll expeme, which includes a combination of directly assigned and p2-y aIlocated 

costs. 

M;as ACC StafTAdjustment C-11 based on "situs" or "equivalent" e m p l o y s ?  

This Staff adjustment was calculated using "equivalent" headcount &E. 

You previously made reference to employee workdays in the contexct of rhz mualization of 

re-dar 92y. Please explain that reference. 

Employtes are generally paid on an hourly wage rate or monthly sal&?- b=%. Tie number of 

empioyee days worked (or workdays) during a particular month prmides 2 general means of 

compwig the relative time worked by employees on a month to nontk 'Ozsis. USWC's 

respns? to Data Request No. 63-3 indicated that there were 22 w0rkciq-s h fie month of 
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999. So. using USWC's "December times 12" methodoios-l * . e  Company's 

aii7c&zxion appears to be based on 264 workdays (23 workdays 12). 

In comparison, the Staff's regular pay annualization was based on h e  average - basic pay per 

employee for the three months of October through December 1999. Eie 2~vera~e  number of 

workdays during this period was 21.33 days @e-, a simple average of 2 1 T 2 1 T 22 workdays, 

respectively), resulting in about 256 annual workdays (21.33 workdays * 12). This level is 

comparable to the annual workdays actually experienced by US WC over the past several years, 

which have ranged between 254 and 256 workdays. Based on my cdculations, the difference 

benveen the Company and Staff proposed levels of re-dar pay is pi%~a.riiy atiiibutable to this 

work&- eEsct. 

Q. Is a companion adjustment to ACC Staff Adjustment C-11 required 10 ieco-&e associated 

employee benefit and payroll tax effects? 

No. T%is adjustment already incorporates benefit and pa)iroll tax eEecrs, such that a separate 

"compmion" adjustment would neither be necessary nor appropriate. 

A. 

l -  
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Q- 
A. 

Q- 
A .  

Q. 
A. 

%I?:- is -4CC STaff -4djustinent C-I 2 necesse-? 

XCC SzfYAcijustrnent C-12 removes a portion ofthe accruals for the incenrive compensation 

p i a x  .s=ered by the Company during the test year. This adjustment eliminzies the Company's 

test yez- expense for the Short-Tern Incentive Plan ("STTP"), the Long-Tern Incentive Plan 

('-LT?]. TLhe -4nnual Bonus Plan ("ABP") and the IT-Career Structure Bonus. 

^^ 

jJI'5y k w e  you proposed to disallow costs associated with these incentive piaos? 

In gexeral, there are several reasons why I believe this adjustment is warrmted in the current 

p r o e s 5 n g .  First a significant proportion of the incentive plan targets focus on USWC's 

c o p a e - w i d e  financial results. As USWC achieves the higher fmancid ra:,oe=, the related 

c o s  of&e Company's discretionary incentive compensation plans should be funded from the 

inc res td  levels of net income, net cash flow and revenues, rather than through the prices 

chzged  io USTVC's .Arizona cusromers. 

Second, one of the objectives of these incentive compensation plans is to focus attention on 

seri;_c,- qualirq- (i.e., using customer value analysis and wholesale sen-ice quality measures). 

As ciiscssed subsequently herein. the Cornpan>- was unable to meet mmy of its own service 

q d q -  -agets nation-wide, without regard to the quality of USWC's sen-ice io the State of 

A r i z o ~ z  In my opinion, these deficiencies do not support the recovery ofthe costs of incentive 

cornpensxion p r o g m s  specifically desisned to measure the improvemen; in q d i q  and cost 

penommce .  

YiIm is incenrive compensation? 

In g e x d  t e a '  incentive compensation is a form of monetary reward to compaq- employees 

\\-he sczxve predetermined goals and objectives. T i s  form of compensation is considered to . -  
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-. be arsc-e;iona?- or "at risk" to the employee 2s the amount paid from y e z  io ?tar is neither 

Txec rz-dar - nor even certain to occu. c .  
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Does UCWC 1-iem7 its incentive compensation plans as a discretionary folm of compensation? 

Yes. k response to Data Request No. UTI 2-17, the Company refezed io incentive 

compexzrion as a fully discretionary component of the employee compensztion package. 

%%ea =ked to define the phrase "fully discretionary component" as ustd in &is contest, the 

C o ~ p z q -  hdicated: -. 

-4nnuaI Bonus administrative guidelines explin: THE AFiKG-riL BOXUS 
?LAX DOES NOT GUARkVTEE TK4T .4WY AbfOL3-T OF 
COWEXSATION WILL BE PAID TO ANY EiMPLOYEE. U S %-EST. -AT 
ITS SOLE DISCRETION, HAS THE RTGHT TO MODIFY, CXTCEL, OR 
% 7 m O L D  PAYMENTS UNDER THE Ah3VLJ.L BOhFJS PLkK. IN 
--ICCORDP-NCE WITH APPLICABLE LAW, DLE TO CKLKGIXG 
M-GXET CONDITIONS, INDIVIDUAL PERFOMkKCZ. -%ID 
G E N E W  BUSINESS NEEDS. 
patzi Request No. UTI 1 7- 19(a), Original Emphasis] 

How nuc;? incentive compensation expense has USWC recorded d u i i g  the rest year and 

proposed TO include in the calculation of rex'enue requirement? 

The r'oiiovVmg table sets forth the amount of incentive compensation expense (Le.; on a total 

Arkom basis) embedded in the test year operating results. as adjusted for the out-of-period 

coriecSng entiies identified by the Company in response to Data Request 10. UTI 43-20: 
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Total Arizona 

Out-of-Period -A2j usted 
Description - As Recorded Adjustments Tsst Year 

~~zaui?l Bonus Plan 

S e t  Cash Flow 

Revenue 

USWC Net Income 

Bminess Unit Results 

Cwomer  Value Analysis 

Tot2.I ABP 

1 

Pefiormance Bonus Plan 

Total Management Team Awards 

Occqzional  Team Awards 

Merit Awards 

IT-Cizcer Structure Bonus 

Short-Term Incentive Plan 

Long-Term Incentive Plan 

rc 

Total 

Sources: USWC comydential responses to UTI 60-13, RUCO 29-14Sl L T  59-25 
and response to UTI 43-20. 

1 In comparison, the global EOP annua!imion of salaries and wages resuircd :k T& inclusion 

of of incentive compensalion in the Company's profomz 0 ~ ~ 2 5 s  expenses. 7 

,7 
- -3 [See LS1I-C confidential response to Data Request No. UTI 63-5.1 
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Q. 

A. 

Q- 

A. 

Are J-ou proposing the disallowance of ail test year expense associated tit-;;? &e Company's 

inceixive programs? 

No. The StaE is not proposing to eliminate the test year costs associated Merit Awards 

or Perfomance Bonus Plan. Also, ACC Staff Adjustment C-12 only adjusrs d x  occupational 

t e r n  awards to reflect the out-of-period correction identified by USWC. Ii'osv3-2r, ACC Staff 

Adjwment C-12 does propose that the remaining incentive plan costs be Oisallowed for 

raxzdcing p~rposes. 

Could you briefly describe the various incentive compensation pay plans avaiiable to US WC 

employees that are the subject of Staffs disallowance recommendation? 

Yes. ESWC maintains several incentive compensation plans that are available TO employees. 

The following general discussion of each plan was supplied in USWC's xsponse to Data 

RecpesI To. UTI 2-17 and UTI 60-1 1: 

Long-Term Incentive Plan (LTIP). Tne LTIP bonus o p p o d q  is bzsed on a three- 
>-ear average - of Company performance beginning with the year offie LTIP grant date. 
This plan was designed to promote ions-tern strategic behavior. 

Short-Term Incentive Plan (STIP). This plan provides incentive p q -  for officers of 
the Company. The STIP plan in effect during the test year provided an opportunity for 
annual cash bonus pay-outs based on Company performance measures approved by the 
B o a d  of Directors. The pay-outs may be adjusted for personal pesomance .  Any 
compensation granted pursuant to this plan may be above or b d o x  2n executive's 
target opportu-?ity. 

Annual Bonus Plan (MP) .  The -4EP incentive pIan is a f%Iy discretionary 
component of the total cornpensation package for managers belon- -;.le officer rank. 
The Al3P promotes the grows and profitability of U S WEST 'cq- encouraging 
employees to strive to produce incressinsly successful business resu lx  The Board of 
Directors approves the corporate component of the bonuses, a e s  the same 
measures as the executive STIP. 
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The i a 5 o d e  for Staffzs proposed disallowance of incentive compezsauor casts will be 

disxssed in the following testimony subsections. 

IT-Career Structure Bonus 

Q. Co-id you explain why your description of the Company‘s various incentivt compensation 
pi”’- LA did not discuss the IT-Career Structure Bonus plan? 

A. Yes. I recall only recently becoming aware of this particular plan. follov.’ag the receipt of the 

Coapiq- ‘s  responses to Data Request Nos. RUCO 29-14Sl and UTI 53-3 i=i k t t  July 2000. 

In addirion to the pending Arizona rate proceeding, I participated in a CSTVC =:e case in New 

Mexico in which hearings were recently completed (NMPRC Utility Case So. 3008). During ’ - I  

my review of the Company’s incentive compensation plans in both of these proceedings, I do 

not xcall any identification of the existence of this plan, much less the provkioo of any plan 

doc-mentzion or information concerning related plan costs, until recemly. 

Q. Do &e responses to Data Request Xos. RUCO 29-14S1 or UTI 53-3 pro\<& m y  narrative 

irrfomation concerning this particular plan? 

Yes. The non-confidential portion of the response to Data Request No. YTI 53-3 refers to and 

proxides a copy of the business unit component of the IT-CS Bonus Pian me d x  -&E!P. The 

A. 

supplemental response to Data Request No. RUCO 29- 14s 1 contains ~e f o l l o \ < ~ g  passage: 
* 

In addition, the IT-Career Structure Bonus Plan has also been adde3 fobr the 
yea 1999. In the year 2000: the IT-Career Structure Bonus Plan rn~A‘=-. EO the 
zfiliate. 
[ D m  Request No. RUCO 29-1 3 s  11 

Q. 
A. 

Does -4CC Staff Adjustment C-12 eliminate the cost o f t h ~ s  particda p ! ~ ?  

Y e s .  I ris Si& adjustment eliminates the cost of this plan for two reasom. r 2% as indicated 

in ms ;Jrecc&ng quote liom Data Request No. RUCO 2?-!4S1. this ?kA ~ - 3  3s transferred 

to zc G.iiEte in the year 2000. 

-. ---. 
. .  
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S c z c C  ziikough the Company has failed to provide detailed plan aocu?learzrion and other 

;z1z:tz ?ifomation concerning the composiiion of this plan. it a p p e m  tbar the IT-Caeei 

S r x x x  Bonus PIan is just another combination of the business unir m d  corporate 

cozzcnznts of t4re M3?, which will be discussed further in a sepxzrz subszc5on. Without 

acG:xcczi irformation beyond that supplied in these responses, it is d~%culr 19 engage in any 

rnezkaful I review of the plan and assess whether the costs thereof skould bc charged to the 

C O E Z ~ V ' S  - -  regulated ratepayers. 

~- 

. _ _  . 

Low-Term Incentive PIan 

Q. 

A. 

Q. 

A. 

Cod6  YOU briefly explain why you have proposed to disallow the test year espcase associated 

\;<.dl LTP? 

L T P  v-2s structured as an overlapping three-year plan. For exmple ,  the 1997 LTIP 

e n c o m p s e d  the period 1997-1999, while the 1998 plan covered calerrdai ~E-S 1998-2000. 

Ho~ever.  according to the response to Data Request Ko. UTI 60- 12: the LTIP izrminated with 

the m m m a t i o n  of the merger and has been replaced with a plan thzr relies exclusively on 

stock G ~ R o ~ s ,  which generates no operating expense. As a result the C o n p q -  no longer 

expecx IO record any LTIP expense. Because of the LTIP terminalion, -4CC SLdYAdjustment 

C-1- x z o v e s  the test year recorded expense as a n o n - r e c d g  cost. - 

Ifi lk $xi had not been terminated and replaced by a stock plan that does noT 2 5 c t  operating 

esFzsc -  do you believe that it would still have been appropriate to rexove these costs from 

the its1 >-ea? 

I-es. Bzsed on my review if the components of the LTIP, I would ne i - z t e l e s s  have 

r x o z z x n a e d  the disallowance of these expenses. However, because of -&z conditions 

s ~ r ~ ? : x x i i n ~  h e  termination of this plan, there is no need for a de-&led clscusion of the 

va^lcJs LTIP components. 
* 
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Short-Term Incentive Plan 

Q. 
A. 

P k x  i&n&6- tfie performance measures that comprise the STIP. 

i x ~ C L C W C ~  a b l e  summarizes the formulamd factors ofperformance the; c o q f i s e  the 1999 

S 2 :  

- - - .  . 

Short-Term Incentive Plan 

Ti-eight Component 

Financial: 

20% * Net Income 

20% * Net CashFlow 

20% * TotalRevenue 

60% Total Financial 

Service: 

* Consumer CVA (1 0%) 
* Small Business Group CVA (1 0%) 
* Bus. & Gov't Services CVA (10%) 

3 0% 

10% Wholesale Service Quality Measures 

100% Total 

Source: USW-C response to Data Request No UTI 60-1 I. 

?s ia6icztted in h s  table, the STIP provides a weighting of 60% for f inac id  measures (net 

incorns, net czsh flow and total revenue), 30% Customer Value Analysis zci 1@?b Wholesale 

Sen-ict Quzli~y. 

Q. Do :-on recornend that the -4CC allow the Company to recover the poEio: of iE  STI? costs 

zssociz~td USWC-s financial measures? 

Xc. I ZG ~IO; beiieve that the Commission should allow USWC to recover ?om ratepayers the 

C ~ S  2: Illcenove compensation plms that focus heavily on the achiievezxx of increasing 

- -  A. 
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h m c i z i  -asets and e&ancing corporate profitability. Further. k m c i d  measures 

icchde6 in tlht STIP and ABP pertain to the Company’s operations 111 all -kkdicrions - not 

j w x T & e  Company-s Arizona operations. Although individual Stare results are f2crored into the 

f i m c i d  targets and achievement levels. the Company’s Arizona operanom arc not tracked 

se;sarztely or explicitIy considered in the incentiye compensation calcuiatiom. -4s a result, the 

o p p o m i g  for the Company’s Arizona employees to matenally icfuenze corporate-wide 

f m c d  results is limited, since .&zona represents about 15% of the C o r a p a q - ’ ~  regulated 

ope.2tio2S. 

Q. 
A. 

Ho-\;5; have these financial measures changed over time? 

Accordlllg to &e confidential responses to Data Request Nos. UTI 2-1 ‘7 znd LTI  60- 1 I, the net 

h a m e  -,gets have increased si-&icmtlp over the past several years: 

7 (3 in milliomj Net Income Set Cash Flow 1 om! Revenue 

Tarset Actual Target Actual Targe; -4ctual 

1999 

1998 

1997 

i 996 

Sources: Confidential responses to Data Request Nos. UTI 2-17 & Cl‘7 60-1 1. 

D w i g  &e period 1997 through 1999. CSWC has met or exceeded the 1 O?c/O -=-gets - for the 

appbcable financial components. 

Q. 

A. 

Codd you briefly describe the service qualin. component of the STIP? 

1-2s. Tile porrion of the 1999 STIP thar considers service qud iq  relies hz2-c~y (30% weight) 

on 2 c u s o n e r  Vdue ,ba!ysis  (‘‘Cv.A.*j.  TI^ c\--A represents the reszis c:- 

._ 
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I 3  

14 

15 

16 

17 

18 

- 19 Q. 
20 

21 ,4. 

22 

23 Q. 
~ “ I  

SO. in the Uidiiional sense. the 

CV-4 does not directly evaluate the timeliness or adequacy of service ir,stdlaIions, changes, 

repairs or overall quality of the specific service provided to Arizona cmtomers. Instead, the 

. In 1 999, the Company only exceeded the minirnum target payout level 

CVA “service” elements. [See confidential Data Request Xo. 60-1 1 .] 

The Wholesale Service Quality Measure addresses USWC’s abilitl; to meet 

- 

According to the 1999 STIP results, USWC’s performance achievements - 
Consequently, the Whoiesale Service Quality weighted payout level for the 1999 STIP was 

. [See the confidential response to Data Request 

NO. L T  60-1 1.1 

Do either the CVA or the Wholesale components focus on assessrnencs of scnice quality in 

kizonz? 

No. Like the corporate financial component. both of rhese service q u a b y  measures are based 

on rot$ Compmy results. [Data Request No. UTI 18-37.] 

I 
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8 

9 

10 

11 

7 

I 3  

14 

-4. D-~=ii!g 1999. &e Company's confidential response to Data Request S o .  L-77 60-1 1 indicates 

th21 &e STIP achieved a weighted payout of - as compared to t5e 100% target level. 

Conc~rninp the STIP service quality components, the results for 

This resulted in the financial components contributing of the 

achki-ed in 1999; with the service components m h g  up the remaini? 

a>--out level 

-4s a result, 

onents, which constitute only 60% of the STIP weighting: actually 

e STIP pay-out. Given the heavy financial weighzing 2nd the extensive 

to evaluate service quality, I recommend that the entire cost of the STI? 

recorded dwhg  the test year, including the service quality component, be eliminated for 

iaternd&g puiioses. 

Annual Bonus Plan 

Q. 
-4. 

Whaz 2re the pzrfomance measures underlying the -4BP? 

The ABP is comprised ofboth corporate measures and business unit iesdts- 2s shomn below: 

-4nnual Bonus Plan 

%-eight Component 

Corporate Component (aka STIP): 

20% * NetIncome 

20% * NetCashFlow 

20% * TotalRevenue 

60% Total Financial 

40% Individual Business Unit Results 

100% Total 

Soace: USWC response to Data Requests UTI 60-1 1. 
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Should &e fjjancial and CVX componenrs of the ABP be disallowed for the sane reasons as 

discssed in the portion of your testimony concerning the STIP? 
Yes. 

Couid you explain the “Individual Business Uoit Results” whch receive a 40?6 weighting in 

the -=P? 
Unfomarely, I can only provide limited dormation concerning this element ofThe ABP. For 

cdendai years 1997 through 1999, Data Request Nos. UTI 2-1 7 and LJTI 60- i 1 sought detailed 

i x f o m a ~ o n  for each incentive compensation plan including idormanon presented to 

ernp1ol;ees and other participates as well as plan descriptions and objecevs measures of 

perfomance. Data Request No. UTI 60-14 specifically sought. h p z ~  a copy of the 

information distributed to employees and other plm participates in 1999 t.b.2~ discuss and 

describe each individual business unit component of the ABP. With regard io -be request for 

d o m a t i o n  distributed to plan participates. the response to Data Request Xo. UTI 60-14 

stizted: 

Individual business units handle the communication of the PBP to the 
individual employees. No copies are available. Please refer io respomt to UTI 
53-02 Confidential Attachment B for informztion provided ar eizployee 
orientation regarding MP.... 
[Data Request No. UTI 60- 14(7)] 

Th=. referenced -Attac,hmenr B (Data Request No. UTI 53-3) is comprised of only four 

preszzErion slides that convey general overview information about ~ k t e  s r ~ c r ! i r z  of the AE3P. 
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- -  
L l?ls XziErid does not contain any information specific to the goals and o'tj x5 \ -es  for the 

rr?G~-idcal business unit. Rather than supplying documentation thzt u-odd convey a more 

caaTrsCeasise understanding of the individual business unit process. h e  Cc?;npany has 

r3rese;lred That "no copies" of the information provided to employees is a-\.-aiiz3le in support 

0'5% carnpolent that receives a 30% weighting in the ABP. 

r- nowevp,~~ the response to Data Request No. UTI 60-14 does provide a g e n e ~ d  listing by 

business lmit of the performance targets, weighting factors and achieved r s s d s  for the I999 

p i a  pc. In some instances, this data provides an explanation of the busirms unit targets 

=-!de o&er business unit sumrrm-ies only provide a "one line" listing of each objective. 

-4khoug3 each individual business unit is responsible for maintaining and commica t ing  their 

oxiz *G?- USWC has not been able to pro\-ide even a representative samplkg of my specific 

enpioyee communications. Without this information, I believe that it is impossible for the 

S-C- oi a y  orher party to evaluate the reasonableness of the business unit cozponent of the 

,=P ana consider the propriety of ratemaking recovery of the related incentive compensation 

costs. -4s a rcsult, I am recommending full disallowance of this ABP c o m p o n t ~ .  

Q. I f h e  con pan^. were to produce the requested employee communications a1 a h z r  stage of this 

p r o e e h g ,  xould you be willing to reconsider your proposed disallocvmct? 

S c -  This concern was also raised in the Company's New Mexico rate c a t .  Overall. the 

ComDany h z  now had months to s w c h  its records and locate the reqwntd  employee 

ccmimiiicarions that should be in USWC's possession and conQol. For the S-a? to have any 

rezona5ie expectation to review, evaluate and submit follow-up discoveF regarding the 

btsiness -snit tarrret objectives, the Company should have provided such infoimzion long ago. 

A. 

I do nor 5elie;-e that USWC should be allowed to gain any advantage. at fx ex?ense of the 
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Q. tiz7.z you airernpted to review the confrdential business unit information supplizd Ln response 

to Dza  Request No. UTI 60- 14 in ordzr to e\.aluate whether some portion o f h s  -4BP business 

WIT costs should be allowed? 

Yes .  I have reviewed the confidential donnation supplied in response to DE= Request No. 

UTI 60-14. Although the information supplied provided less than detailed information in 

ma:- respects, a si,onificant se-ment of the business unit objectives were, ortrall, tied to 

,4? 

largeiy undefined financial performance measures - as contrasted with spzc5c lvork duties 

or d t i o n a l  service quality mesures. As a result, ACC Staff Adjustment C-12 proposes a ~ 

Mi 6isallowance of the Business Unit portion of the ABP incentive progzm. 

Addirional Considerations 

Q. Do you have any other comments for the Commission to consider relative to dx izeatment of 

incentive compensation for ratemaking purposes? 

k’es. In senera1 terms, forms of incentive Compensation represent m&o& of providing 

m o n e q  compensation to the work force through an unguaranteed bonus or alternative 

compensation program, in addition to base wages. These programs zre typ icdy  ried; in part, 

to tzgercd frnancial resu!ts, sen-ice qualie and emp!oyee performance. Tr,e ratemaking 

reco-gaition of incentive compensation sen’es to virtualiy eliminate c o m p q -  risk of loss for 

the mounts  included in revenue requirement, at ratepayer expense. 

A. 

Thzoredcally. ernployees are motivEted to perform well because, if the incemii-t mge t  levels 

are 90: achieved, they will not receive incentive compensation pay. Reco-2 that merit 

incr2zses. workforce reductions and promotions affect a company’s t G d  ~ q - i o l l  costs. it is 

I oene,’?,ii)- accepted that employees \vi11 continue to receive their base conpemaioz kespecrive 

. .  
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of tke cornpany's earnings or achieved target levels, provided their work condnues to be 

sz1isfxlor-y. However, incentive programs require certain conditions other dim satisfactory 

work TO precede or trigger the pay-out of the bonus compensation, thereby presumably placing 

an z q i o y e e  "at r i sk "  for that ponion of hisiher compensation. 

L If m%mm m-zets u or thresholds are not met. employees do not receive incend.i-e payments and 

the m o u n t  of incentive compensation included in rates only increases the Cozipany's profits. 

If the mrgets n e t  are at leveis lower than those reflected in rates, employees only receive 

incexive payments commensurate with levels actually achieved and m y  difference increases 

C o r q a q -  profits. Reiardless of the level of incentive compensation included in the COST of 

sen-ice, ratepayers would nevertheless be required to fund the allowed level of incentive plan 

cos& - regardess whether the intended benefits were realized or m y  pay-om occurred during 

the zeriod r a m  were in effect. 

Undzr each of these situations, ratepzyers would be "at risk" to fund the incenrivs plan costs 

included in regulated rates regardless of pay-out, while employees would be --zit r i sk "  because 

targes  might not beaehieved for any number of reasons. At the same time, any incentive pay- 

outs below the levels incIuded in and recovered through revenue requirement would flow 

through and contribute to the Company's net income. 

By s a k g  rates to include incentive compensation, the annual intra-cornpay debate would be 

who gets the ratepayers' money - the employees or the Company and its shzeholders. In my 

opinion. shareholders benefit though increased profits; revenue and cash rloii- resulting from 

ernpiol;ets improving their performance in pursuit of incenrive compenszilrioa payments. -4s 

suck shareholders should be "at risk" or responsible for the potenrial incenlive compensation. 

In o p i ~ o n .  the inclusion of incentive compensation in rates would not p a  shareholders "at 

r isk - .  
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C c  t5e Company decide to forego or reduce plan pay-ours? 

1 - e ~ -  USTYI,-C has reserved the right to forego or reduce the pay-outs o-;leni;-s= due under the 

p i a .  -4l21ough there has not yet been a plan year in which the entire c o n o n 5 m  nzs received 

no kceixive gay-out, the entire corporation has received downward pa:-+ut a6izmnents based 

on ?on-pzrforinance. [See US WC response to Data Request No. U 1 L -3- 191 - ? -  

I T 3 a  h a  been the annual level of incentive compensation expense over &e 1 x  several years? 

In &e codidential responses to Data Request Nos. UTI 2-5, UTI 2-17 a d  XL-CO 29-14S1, 

VSWC provided the annual total Arizona amounts of incentive compesation exTense, as set 

f o d i  iil ~e table below: 

Period Amount 

1 996 m 
1997 - 
1998 I 
1999 - 
Sources: Data Request Nos. UTI 2-5, 
UTI 2-17 and RUCO 29-1431 

A s  illusmled by t h ~ s  confidential information, the level of incentive compzxx ion  recorded 

b>- ESIT-C in Arizona has decreased by 25% since 1997 and is the lowes: l ev2  ‘a this four year 

period. Although the Company’s response to Data Request No. L-TI 43-20: -Aac’ment  J, has 

indicated that the test year accruals should be adjusted to reverse the e E e c  of out-of-period 

tr~c-ups. &e available information does not allow for each prior yea- io be ~ - 3 x l y  adjusred 

to reciassify out-of-period true-ups for consistent comparison purposes. 

If eslsrkg rates had been set on the levels experienced during US3-C would have 

c o n ~ u t i  to collect said amount through rates during the years 1998 mc 1995 tven though the 
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acmd tspemes under the plans were subsrantially iower. In effect, L-SVlC \<-odd retain the 

B 1 ~ ~ i ~ ~ c ~ .  while ratepayers would conrinue to provide funds cornmezurar= v-ith the higher 

levels- -3,s indicated in the codidential response to Data Request No. LTI 63-5. USWC’s EOP 

a n n k i z z i o n  approach would result in proforma incentive compemzion e:=tn,se of 

.. *r 

before allocation to intrastate. 

Q. Does &e Company agree with your views regarding the benefits m d  COSTS of incentive 

c o ~ q ?  t s a t  i on? 

Xppze=ltly not. In response to Data Request NO. UTI 25-18, USWC FioviOed the following 

expimaion of how customers benefit from incentive compensation: 

-4. 

-4s explair,ed in the response to UTI 17-19, the regulatory cz+xomer knefits 
from incentive compensation because such compensation encourages higher 
levels of performance. There are many ways that high level ef perfomance 
benefits customers. For example. customers may receive bette; s e n i c t  oi  the 
cost of that service may be lower as a result of employee eEciency. On the 
oiher hand, if employees do not earn the incentive compenszIion. USW-C‘s 
expenses are reduced. The customer benefits from reduced ex-enses &cause 
reduced expenses ultimately translates into reduced cost of sen icL = -Tor - rate 
setting purposes. 
P2ta Request No. UTI 25-1 S(a)] 

This response seems to communicate aviewthat ratepayers stand to beiefit regadless whether 

the inctntive plans are successful. On one hand, this response indicares t h a ~  i? the plans are 

succsssful in improving service or reducing costs. ratepayers benefit- At 1212 same time, the 

Corn-,my seems to state that even if the goals are not met and employees do not receive an:- 

incenux-e pay, ratepayers would still benefit because expenses are lower dut to the non- 

pq-meat ofincentive compensation. This is a classic “heads I win, tails :-ou loss. situation that 

n-oul5 seem io benefit ratepayers: using the Company’s logic. In f a c ~  this same discovep 

respmse soes on to state. in a somewhat contradictory manner, that iz:.r=payer -5enefits are not 

_ -  
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COZI"LZE=ZI - oa whether the Company has a rate case pending in which the izduced cost of 

h c e z f ~ z  :ompensation can be flowed through to ratepayers: 

Sc- the answer to part a. does not depend on whether USWC has a rU-& case 
?ending. It may depend on whether the reduced expense is refl- Lbted iE either 
2 penckg rate case or a rate case to be filed. 
p a t a  Request No. UTI 25-1 S(b)] 

In ike zbsence of a rate proceeding to pass on the reduction in incentive COSTS io ratepayers: I 

fiiid ir v e ~  dif5cult to envision exactly how USWC's customers couid enjoj- a potentially 

mult i -~i l ion dollar reduction in expense or somehow benefit by the Company not meeting the 

mger objectives. To the extent that ratepayers fail to receive the producs' senrices or 

eEciencies that were targeted within USWC's strategic goals, it would seem -2121 ratepayers 

WOEK be in the unenviable position of: (a) having to fund levels of incentive pj- that is not 

pzid OL': TO employees because (b) the target objectives were not me1 that (c') should have 

rezuied 31 dleged ratepayer benefits that (d) never materialized. In any event, i: is my opinion 

thzt -&e rezsoned regulatory approach would be to simply adopt the S f i s  proposed 

d i s d o u m c e  of incentive costs. 

Q. 
'4. 

Do you believe that the Company should terminate its incentive plans? 

30. T i e  important point to recognize is that predefined target levels serve a the trigger 

rnechai-sn for these plans. If these costs are inappropriately included in revenue requirement, 

the incentive mounts  from the ratepayer's perspective become just mothe; f a a  of "base" 

comzensaIioo io employees, or an increased return to shareholders if pay-ours z e  not made. 

In o&sr wordss: assuming rate recovery is allowed, ratepayers would p q  t k  cost of the 

incerte5-e ?lam regardless of whether any pay-outs are made to employees c: m y  benefits 

acxiliy a5se. 24 
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. .  
It is i i ~ t  Lie StzfYs intention or desire to inrerfere nith management‘s c k c r z i m  m designins 

or q p j y b g  the terms and conditions of employee compensation p1a-s. Si?- *&e Staff is not 

recomzxnding that these incentive plans be terminated. However: the S t z i  dots recommend 

th21 h e  costs associated with cerrain components of these plans bz excluded from the 

determination of overall revenue requirement in this proceeding. 

Q. Do you hav-e any further comments nith regard to the incentive cornAEmiion expense 

recorded during the test year? 

Yes. La response to Data Request No. UTI 43-20, Attachment J identified c,-I?ain journal 

enties rzcorded during the test year that corrected incentive compensation a c c d s  originally 

booked in calendar years 1997 and 1998. Because thesejournal entries re123 to prior periods, 

‘4. 

it would ty?ically be appropriate to reverse the effect of those out-of-period me-ups from the 

test ye=. The reversal adjustment quantified by the Company would i ~ c x a e  intrastate 

op- exTense by about $1.6 million. 

In response to Data Request No. UTI 59-24, the Company explained h z  iz accrues for 

mmgement  a id  occupational team awards in the year prior to acmd pq--ou: This timing 

process is necessary because the actual achievements under the variorrs ince3S1-e plans are not 

known or precisely quantifiable untii after the close of the plan y e a .  iz m y  event, this 

response also explained that: 

Tlese accruals are ,oenerallp based on assumptions that the Cornpa:- v.-X meet 
d of its targeted objectives and v,<11, therefore. payout 100% of t i e  :=a 2v,-ard 
accruals. 

Request No. UTI 59-24] 
- 

On a rciated natter, h e  response to Data Request No. 59-23 explains *&T Company has 

nor recorded any true-up entries in January rhrouzh May 2000 &a: k j-5- &e incentive 

c o a p e x z ~ o n  accruals recorded during the 1999 tes: year. WXle I have 11c raaoil to question 
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1 

2 the i?sT >-ear. 

this r sporsc ,  it does raise questions about the reasonableness of the accruals rxorded during 

3 Q. Pleas? expiain. 

4 A. 

5 

6 

7 

8 

9 

If the incentive compensation accruals recorded during 1999 were based on  ai^ =sumption that 

the Cornpan>- would, on average, achieve1 00% of the target results, the test J-ZT accruals may 

be exccssixre. In the confidential responses to Data Request Nos. UTI 60- 1 1 m d  UTI 60- 14, 

the Cornpay provided specific information regarding the targets and objectivts for the various 

incentiye plans. Needless to say, it does not appear that the average levels achieved during the 

1999 pian ye= met or exceeded 100% of the target level. 

- 10 As ii coxquence ,  the Company may yet record correcting or true-up journal enrries later in 

the ye2r 2000 or 2001 with do-un.Lt.ard revisions to the 1999 accmds for incentive 

conpernation expense. In the event that the Commission does allotv-Jle C o m p q -  to recover 

the t e n  ye2.r levels of incentive compensation "as recorded" during 1999, such m o u n t s  may 

L L  

13 

14 be excessive m d  overstated. 
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Q. 
,4. 

Q. 
A. 

P l e z e  describe -4CC Staff Adjustments C- 13 and B-2. 

ACC SzffA4djustment (2-13 recognizes the effect of recent changes iz 2ccouihg  for the cost 

of coinputer s o h a r e  developed or obtained for internal use. This adjcsment- in conjunction 

w31 ACC Staff Adjustment B-2. also reflects the Company‘s cozection to its test year 

accountiig for internal use software. 

P l e a e  describe this recent accounting change. 

The following discussions, which appear in US WC’s 1998 and 1999 SEC Fora 1 0-K ,4nnual 

Reports, pro\+de concise summaries of this accounting change and the related effects on the 

Cornpay‘s results of operations: 

1998 SEC 10-K 
On January 1, 1999, we adoped the accounting provisions required by the 
, k e n c a n  Institute of Certified Public Accounrants’ Statemem of Posirion 
(”SOP”) 98-1, “Accounting for the Costs of Computer Sofhvare Developed or 
Obtained for Internal Use,” issued in March 1998. SOP 98-1, among other 
* h , o s ,  requires that certain costs of internal use sofn;vare, whether pwchased 
or developed internally, be capitalized and amortized over the estimated useful 
life of the s o h a r e .  

Based on information currently available, adoption of the SOP may result in an 
initial increase in net income in 1999 of approximately $100-S 150 [million]. 
In periods of adoption, if s o h a r e  expenditures remain level. h e  impact on 
eunings will decline until the amortization expense related to &e caaidized 
s o h a r e  equals the s o h a r e  costs expensed prior to the accomring c-mge.  
biSU’C 1998 SEC Form 1 0-K, p. 161 
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1999 SEC 10-K [all amounts in millions] 
COMPUTER SOFTWARE. On January 1 1999. we adopted the accounting I 
Drovisions required by the American Institute of Certified Public Accountants' 
Smtement of Position ("SOP") 98-1, "Accounting for the COSE of Computer 
Software Developed or Obtained for Internal Use". SOP 98-1. amon: other 
things, requires that certain costs of internal use software. n-heher purchased 
or developed internally, be capitalized and amortized over the esrimated cseful 
life of the software. Capitalized computer s o h a r e  costs of S5-S  m d  S 1 SO at 
December 3 1,1999 and 1998, respectively, are recorded in property. plmt and 
equipment and other assets - net. Amortization of capitdked computer 
s o h a r e  costs totaled $104, $83 and $78 in 1999,1998 and 1997, respectiyely. 
[rjSWC 1999 SEC Form 10-K, p. F-6, FreeEdgar.com1 

-+dl nop-governmental entities were required to implement this accounting c h a q e  for fiscal 

y e a s  s i r t ing after December 15, 1998. Accordingly, USWC adopted SOP 98- 1 on January 

1. 1999, for financial reporting purposes, but not for regula to~  accounting prposes .  

Q. m%:- did SOP 98-1 require the capitalization and amortization of ihe cost of internal use 

sohx-are? 

Accordhg to the Accounting Standards Executive Committee, the SOP 98-1 project was 

underzlien because of inconsistent accounting for s o b a r e  costs. The folioxiiog historical 

idomzt ion  was extracted from the Introduction and Background section of SOP 98-1: 

A. 

1 - The Financial Accounting Standards Board (FASB) issued Stalemen? of Financial 
-Accounting Standards No. 86, Accountingfo~- the Costs of Compufel- Sgh .are  to Be 
_Cold. Leased or Otherwise Marketed. in 1985. At that time. the FASB considered 
eqxnding the scope of that project to include costs incurred for &e del-elopment of 
computer software for internal use. The FASB concluded, however, h a t  accounting 
fsi the costs of software used internally was not a si-gificant problem and, therefore, 
decided not to expand the scope of the project. The FASB stated that it reco-gnized that 
2: that time the majority of entities expensed a11 costs of developing s o h y u e  for 
i;l~ernal use: and it was not convinced that the predominant practice m z s  improper. 

3. 3 e c a u e  of the absence of authoritative literature that qecifically addresses 
acc:c?mting for the costs of computer s o h a r e  developed or ob&ed for internal use 
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22 Q. 

23 
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a i  %e - orowing - magnimde ofthose costs. practice became diveise. Some entities 
cazi-dke COSTS ofinternal-use computer software. whereas some entities cspsnse costs 
ES kariecf. Still other entities capitalize costs of purchased internal-:se computer 
s o f x - x e  and expense costs of internally developed internal-use compulei soik+-are as 
.qn.-=..-i 
-Ab-- .rc. 

- -  
2.  i z e  staff of the Securities and Exchange Commission (SEC) and 0 t h  Lxerested 
_=a~es have requested that standard setters develop authoritative guidmce io diminate 
&e kconsistencies in practice. In aNovember 1994 letter, the ChiefAccoumam of the 
SEC mggested that the Emerging Issues Task Force (EITF) develop that - r l i d  -L-r ance. 
‘“Ton-zver. the EITF arid the Accounting Standards Executive Commiriee (-4cSEC) 
q& that AcSEC should develop the gidance. 
[SOP 98-1. p.71 

b 

the kfitf-J;at 

to improving the comparability offrnancial data between enrities, -4cSEC expressed 

--.--&e cosrs of computer software developed or obtained for inttaal use are 
, ~ E i c a l l y  identifiable, have determinate lives, relate to probable funr.e economic 
beae5ts (F-4SB Concepts Statement No. 6), and meet the reco_@ition criteria of 
de~Eiions,  measurability, relevance, and reliability (FASB Conceprs Staiemenl No.5). 
[SOP 98-1 par.641 

H a  &e FCC adopted SOP 98-1 for interstate regulatory purposes? 

E-2s. In m order issued on June 30, 1999, the FCC adopted SOP 98- 1. 

-*e you rzcommending that the ACC adopt capitalization accounting for ktzxd m e  sofnvare 

b c m x  &e Company has been required to adopt SOP 98-1 for both exeEa l  fmmcial 

reFni.ng purgoses and FCC regulatoq purposes? 

3-o- la - oenerai terms, costs which relate solely to the current period should be expensed as 

bcmL Costs incurred during the current year that relate to prior years should dm be 

e q x m e t  However. those costs that provide identifiable benefits or othenisse relate to more 

&it ant fmxre ?eriod shouid be capitalized and amonized over the expected benefit period. 
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X.;e~.-dxless, the mere reco-@on of a cost as a current period expe-we dots not necessarily 

e q m a  'LO inclusion in rares. For example, ths regulatory process typically el&ates operating 

e s ~ 7 s e s  associated with prior periods. Similarly, the level of certzin ccb% recorded as 

excase in a particular test year may be abnormal (Le-, too high or too low), k r e b y  requiring 

oorndization adjustments to reflect reasonable ongoing levels. 

D m i g  i999, did USWC account for the cost of internal-use s o h a r e  differently in its 

h c i a l  accounting records than in its re>datory accounting records? 

Yes. For financial accounting purposes, rhe Company capitalized the c o g  of internal-use 

soh-are costs, consistent with SOP 98-1 as noted in the earlier SEC 10-K excerpts. At that 

time, USWC continued to expense the wsts of internal-use software in its re-datory books of 

accounts. However, following the FCC's adoption of SOP 9s-1,. the Company similarly 

n-ed its accounting for the interstate portion of its regdated operations to reflect this 

c k o e  - in ca2italization, but continued to eqense the portion of those same costs dlocated to 

its inmstate operations. 

Codd you explain how the CompanJ. can use different accounting treatmens for the same 

item in its accounting records? 

Yes. USWC maintains and reports its financial results usins accounting mehods  that may 

trm certain transactions differently for financial reporting, FCC reporting m d  Sate regulatory 

19 

20 

r e p f i g  purposes. The Company's financial reporting records are mainwined on what is 

c generally referred to as an "FR' (or financial reporting) basis, consisteor v.%h Generally 

21 

-- 33 

23 

23 

A c c q m d  Accounting Principals (or "G-MP"). The Company's financial r s d t s  in Arizona 

are %irially prepared and maintained consissent with FCC accounting requirements. These 

resuiits u e  generally identified as being presented on an "MR" basis. -4ny differences in 

acmmting treatments or requirements that exist between the FCC and SEE. regulatory 

aesrcies - are accounted for in the Company-s "offbook" or side records. thei23: allowing for 
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spec5c  racking and consideration of these differences in State regulatop proceedings. The 

Coclpan1;'s "ID" reports reflect the accounting presentation that incorporates any 

'?ju_r;,sdictional" accounting differences uith the FCC and is consistent with Stars accounting 

requirements. .inMe it is not as compIicated as it may seem. USWC has adopied SOP 98-1 

and accounis for the capitalization of internal-use software for both "FR" m d  "hIR" accounting 

purposes, but continues to expense these costs for "JD" accounting purposes in the absence of 

a Coxmission decision adopting SOP 9s-I for intrastate reslatory purposes. 

Q. Why does the Company report its operating results to the financial con mu nit^^- on a different 

basis than is reported to the FCC? 

As indicazd in US WC's 1 993 annual report to the Securities and Exchmge Commission (SEC 

10-Kj, the Company incurred a non-cash, extraordinary charge of $3 .O billion, net of income 

taxes, in conjunction with its decision to discontinue accounting for its operations in 

accordance with Statement of Financial A4ccounting Standards NO. 71 (F.42711, 'I-riccounting 

for ihe ESects of Certain Types of Regulation." The Company's decision to discontinue the 

application of FAS71 "was based on the belief that competition, market conditions and the 

development of broadband technology, more than prices established by regulators, will 

deterinhe the future revenues of the Company." As a result of this chmge, the operating 

results reported to the financial communiq diverge from the results re?orted for reguIatory 

purposes, because the Company's regulatory accounting and reporting methods were not 

af7ected by this change. So, the Company began maintaining different accounting records for 

financial reporting purposes than for regulatou purposes. 

A. 

Q. The aalier quotes from USWC's I998 and 1999 SEC 1 0-Ks, indicatedihat the adoption of the 

SOP 98-1 wouId result in increased net income during 1999. Has the Company proposed to 

reflect the -Gzona share of this increase in net income in its proposed revenue requirement? 
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Q. 

A. 

Q. 

A. 

No. -kcording to the response to Data Request NO. UTI 13-2 1 , USUiC ha nei-;ner proposed 

noi intends to seek Commission approval to reco-~ze this accounting chulge for intrastate 

re,ozllztorJ purposes. 
I 

Rlz: is GSWC‘s current estimate of the annual sofixare costs to be s m e d  ‘in;-een expense 

and capi-d accounts? 

1ni&I!y7 USWC’s response to Data Request NO. UTI 13-2 1 estimated that, on 2 r o d  US WC 

basis, the Company would capitalize between $340-$390 million in 1999. 72SR;C’s 1999 

SEC 1 O X  stated that the Company had capitalized $544 million of internal-use s o h a r e  costs. 

Howevert the Company’s confidential responses to other Staff discovery requesrs indicate yet 

a diierent level, which falls within this range. [See US WC responses to D e  Request Nos. 

UTI 13-2 1 and UTI 64-4.1 

How much of this shift between expense to capid accounts during 1999 occurred on an  

Ar’iona intrastate basis? 

Alrhouzh USWC began accounting for the effect of SOP 98-1 for -MR bzssis accounting 

puiioses in 1999, the actual test year amounts recorded in Arizona reflect various accruals, 

reversds and corporate prorate misallocations. Based on the available informario~ it seemed 

more appropriate to aIIocate total US WC amounts to Arizona intrastate o~erarions, rather than 

rely on questionable test year data. 

ACC S+&Adjustment C-13 presents the quantification of thls apportionmem m d  allocation 

process. Using confidential data supplied in response to Data Request X o .  ?-TI 64-4, the 

Arizona kinastats portion of this reclassification between expense and capirai accounts would 

1 

be qproximately 
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Q. Do >-ou have any information which addresses why USUiC has not S O U ~ ~ I  -4CC approval to 

czpitdize internal-use software? 

Yes. Data Request No. UTI 13-21(d) specifically requested USu'C's posi-~on regarding 

\Yfied?er this change should be reflected in ,kizona revenue requirements. The Company's 

response to this portion of that discovery request is reproduced below. 

A. 

Tne company has not petitioned the Arizona Corporation Commission to adopt the 
s o h a r e  capitalization accounting. Since the life for the capitalized sohyare is very 
shor~, the effect of this accounting on ratemalung is to produce a first year dip in 
revenue requirements followed by a near term turnaround of revenue requirements and 
over time, higher revenue requirements. Furthermore, the change from expensing of 
s o h a r e  to capitalization is not cash affecting, while the ratemakin% effeci would be 
cash affecting. Given both the short term revenue requirement profile and the fact that 
sofnl-are capitalization is not cash affecdng the Company does not intend to petition 
che -%zona Corporation Commission to adopt this accounting. 
[Data Request No. UTI 13-21(d)] 

Q. Do you have any comments on the Company's position, as stated in h e  response to Data 

Request No. UTI 13-2 1 (d)? 

Yes. The Company's "not cash affecting" position is specious. As indicated in the response 

to Data Request No. UTI 20-12(a), the phrase "not cash affecting'' simpiy means that the 

change in accounting method will not result in any change in the amount or timing of USWC's 

cash payments to fund software development and modification efforts. F r h e r ,  the response 

to Data Request No. UTI 2@-12(b) confirms that changes otherwise "not cash affecting" 

become "cash affecting'' merely by recognizing those accounting chmges for ratemaking 

A. 

pu-poses. 

m'hilz these statements are technically true, it is important to recognize *at this same "not cash 

afiecrijq" label applies to a variety of other accounting changes for ~ ' n i c h  USWC has 

PreTiousiy sought regulatory approval and ratemaking treatment. Suc;? i t e m  include: 
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cq&i  te expense shifts resulting from the adoption of the "neu-'- w G o m  system of 
ixamnts prescribed by the FCC (Le., Part 32); 
c 'mge in accounting from the cash method to the accrual method of accounting for 
coqensared absences, merit awards and medical/ dental expenses; 
iscrease inhrcapitalizationrules from $200 to $500, allowing the expensing of qualifying 
%zall value" assets; 
hcrease in the capitalization rules from $500 to $2,000, allowing tht expensing of 
cpaiifying --small value" assets; 
&option of revisions to depreciation accrual rates and depreciation res=n-e deficiency 
amortizations; 
adoption of the FAS87 accrual method of accounting for pension costs; m d  
zdoprion of FAS106, which implemented a change from cash to a c L d  method of 
account in,^ for post-retirement benefits other than pensions. 

All of these items, but the adoption of FAS87, had the effect of initially incitzsing the rates 

charged US WC's ratepayers. Although those changes were "not cash affecting" until included 

in &e ratemaking process, the Company still sought re,datory approval and rat treatment. 

Q. Is it me that adoption of SOP 98-1 will produce a first year dip in revenus requirements 

followed by higher revenue requirements over time? 

Yes. Tnat is a true statement. However, the capital to expense shifts reldting from the 

adoption of FCC Part 32 resulted in higher initial revenue requirements followed by lower 

revenue requirements over time. In order for the Company's regulated cwomers to receive 

the Ml beneet of the capital to expense shft resulting from Part 32 a c c o m x ~ g ,  USWC's 

inTnsrare rates would need to continue to be set on the basis of the Coapmy's cost of 

providing service for at least several more years. Nevertheless, any chimps in accounting 

method has revenue requirement trade offs. 

A. 

Q. Since you are recommending that internal-use software be capitalized, rathzr inan expensed 

curie&, how &ill the Company recover that investment? 
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IT-ith ‘Emir& exceptions, capital assets are either depreciated or amortize5 19 exTense over a 
rezisona31e ptriod of time. As a result, the capitalized cost of internd-b- I - =  safixare will be 

rzzoverzd through a multi-year amortization to operating expense. 

IXIar M o d  are you using to amortize these capitalized s o h a r e  costs? 

Ia response to Data Request No. UTI 15-20, the Company provided a calculzuion estimating 

the relixive revenue requirement effect of adopting SOP 98-1. USWC a ficlve ( 5 )  year 

morzizztton period in that calculation, which I propose to use for purposes of anortizing such 

cob- for intrzstzte ratemaking. 

7” 

*-- 
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A. 

USWC PAYROLL ADJUSTMENT REVERSA4L 

Plezse describe -4CC Staff Adjustment C-14. 

-4CC S-&” Adjustment C-14 reverses a payroll and benefit annualizzition proposed in the 

Company’s updated filing in this proceeding and identified as USWC A d j u s n ~ n t  P-02. 

Ti%; is the e h a t i o n ,  or reversal, of this adjustment necessary? 

The reversal of this adjustment is appropriate for two reasons. First, as discussed previously, 

ACC Sta.fY.4djustment C-11 already has the effect of annualizing payroll and benefit expense 

to consistently reco,onize both wage/salary rates and employee headcounts to levels at year-end 

1999. Second as discussed herein, this Company adjustment has the effect of inconsistently 

and inappropriately reaching out beyond test year-end to solely reco-gze ii5-o price level 

c h g e s  occurring in the year 2000, without similarly reflecting other post-test year changes 

such as g o w h  in revenue levels. 

Could you identify these price level changes? 

Y-es. The specific price changes underlying USWC Adjustment P-02 include an increase for 

manqement employees effective March 1,2000, and an increase for occupational employees 

effective Auzoust 15,2000. 

Why do you believe that it is inappropriate to recognize the effect of these post-test year 

incresses on wasel salary expense for ratemaking purposes? 
The itxernahng process in the State of -4rizona is predicated on the concept 05 1 2 historic test 

year. Although annualizafion and normalization adjustments are common in establishing the 

Tales charged for regulated service, I do not believe that the Company should bz allowed to 

selecevsly reco-glize the effect of post-test year changes when the annudized amounts, by 

dehieo i l .  represent funds which were neither incurred nor expe 
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y e a .  Ir? my opinion, it is one thing to annualize payroll expense to r e c o - k e  the ongoing 

e E e e  of cost changes implemented during the historic test year, but t0-d:- ioappropriate to 

incorsisently capture isolated events as sugzested by the Company. 

Q. TVodd you a z e e  - that the Company will actually be paying the hgher wage md s d q  rates 

by dx rime the Commission issues its final order in &this proceeding? 

Yes. One of the increases has already been implemented and the second \\-ill be implement 

sho~?f>- d e r  the Staff files its direct testimony. There is no question thzt the higher wage and 

s a l q -  iates vd1 be effective on a prospective basis. However, th is does not justify the 

retrovective imposition of this effect on the 1999 test year. 

A. 

As discussed in the test year section of my testimony, the revenue r e q ~ e m e n t  formula is a 

combinEtion of various elements: rate base, operating revenues, o p e h g  expenses and capital 

c o s  ra~ts. U’hen determining the valuation for each of these elements, i;L is imperative that the 

approach be internally consistent and comparable. Otherwise, any rate change could be 

seriously misstated. 

My lesi ];ear testimony section contains a series of charts that generally show increasing trends 

in mi? h e ,  access lines, employee counts: operating revenues, and optnting expenses. 

C e d y ,  operating expenses and investment have increased, but so have optiating revenues. 

Chmges in one area that increase revenue requirement might be offset by dtcreases in other 

arm. -4 rate proceeding must balance these various elements of the revznue requirement 

fomuia m d  avoid the piecemeal reco-&tion of only certain items to k exchsion of others. 

In order to avoid such piecemeal distortions, there are two basic optioos 2-idable in setting 

rates. First, the various components of cost of service can be valued using 2 reiarively stringent 

tes: ycs‘ cnt-off, as proposed by the Staff. Second, a specific posr-~es :-a- known and 
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rnezsuable period can be selected which allows all parties to idenrib- <he various adjustments 

tha~ ~ Z h t  be required in order to consistently match any number of chmges occurring outside 

t i e  zst year. In a sense, the update of the test year from June 1998 to calendzr year 1999 is an 

exercise encompassing an 18 month known and measurable period update. Unfortunately, 

USVv-C responds, in part, by continuing to reach out well beyond December 1999 into August 

2000 io capture piecemeal wage and salary increases. 

7 Q. 

8 

9 

Reftrring to the test year section of your testimony, you refer to and comparc the Company's 

two revenue requirement filings. Do you beIieve that this comparison helps iliustate why the 

piecemeal recognition of post-test year changes should be avoided? 

Yes. These two Company filings employ test years that were I8  months a p q  but do not 

supon a material change in overall revenue requirement. Although the SWcioes not concur 

we& the Company's EOP annualization approach in many areas, the fact remains that a 

10 A. 

11 
- 1 

1.3 

. 14 

relarively consistent application of US WC's ratemaking theories did result ir~ a fairly limited 

change in the Company's filed revenue deficiencies - evidence demomating why piecemeal 

15 ratemaking should be avoided. 

16 

17 

18 

Obiiously, these two Company test year filings employ different xduatioos for rate base, 

revenues and expenses. While the Staff would likely have proposed any number of 

raiernab-ing adjustments to either test year, the fact remains that d l  components of the 

19 

20 

21 

22 

ratemaking formula had changed during this 18 month period - but overall revenue 

requirement was relatively constant- Although there may seem to be some compelling need 

to reach out in a piecemeal fashion to selectively capture post-test year changes, the passage 

of rise does not guarantee that revenue requirement will only go upward. 
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Q. 

A. 

Please 5escrije ACC StaffAdjustments C-15 and B-5. 

ACC S-dAdjustment C- 15 represents the annualization of depreciation expense based on the 

deprci&le plam included in rate base and the test year update to the depreciarion accrual rates 

thzr were the subject of the Commission in Decision No. 62507 dated May 4, 2000 (Docket 

KO- T41051B-97-0689). This Staff adjustment represents an incrementzl change to the 

adjustment quantified in USWC’s update filing. 

* 

USWC‘s update also reflected aprofoma adjustment to rate base to recognize the depreciation 

reserve and dsfexred income tax reserve effects of the increase in depreciation expense due to 

the Commission’s May 2000 represcription order. Because US WC did not commence booking 

these revised depreciation rates reflected in -4CC Staff Adjustment C- 15 m5l subsequent to 

the 19?9testyear, ACC StaffAdjustment B-1 excludes the profonnaeffect ofESW-C’s capital 

recovq-  adjmment from rate base (Le., accumulated depreciation reserve azd accumulated 

deferred income tax reserve). 

Q. 
A. 

How u-a ACC Staff Adjustment C-15 quantified? 

Book dqreciarion was annualized by multiplying the intrastate investment in dzpreciable plant 

as of December 3 1, 1999, by the updated test year accrual rates (Le.? b>- plam account) 

discussed by Staff witness Dunliel. The aggregate amount of the proforma acpreciation was 

then compared to the sum of USWC‘s updated annualization adjustment and the amount of 

depmiaion expense recorded in Account 6561 during the test year. 

Q,  

A. 

U%y did you auanufy the Staff Adjustment C-15 in this manner? 

USn’C update -4djustment P-03 contained several errors that w-ere cor;ccted by Staff 

A d j m e n t  C-15- First. the Company‘s annualization of the proforma eEsct ofthe change in 
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qm-LZzing ihe increment of annualized depreciation on year-end depreciable plant in excess 

of& = recorded or per book amount, the Company effectively multiplied the change in book 

deTreciarion rates by the end-&period depreciable investment. The m-ualizauon approach 

used izr h e  Company's update filing failed to capture the full annual depreciation effect of the 

i i lc iae  in depreciable plant during the test year. Staff -4djustment C-15 corrccts this error, 

USWC also corrected in its response to Data Request No. UTI 52-14. 

Second, USWC update Adjustment P-03 also had the effect of including above-the-line the 

depreciation on FCC Deregulated Services twice. In determining the "per book" test year 

starting point for tFle update test year, USWC recognized and included about S4.5 million of 

depreciation expense on the FCC Deregulated Services. However, when US1T7C prepared 

updare Adjustment P-03, the company's calculations also included an additional S4.1 million 

of annlral depreciation without reco,Onizing that the test year already included S4.5 million. 

S h f f  Adjustment C- 15 corrects this error, which US WC also corrected in its response to Data 

Requesr No. UTI 52-14. 

Were there any other errors in quantifying depreciation expense in the Company's update filing 

that &e Staf3"ha.s corrected? 

Yes. US WC update Adjustment P-03 also had the effect of annualizing the incrcmental effect 

of &e higher depreciation rates on the depreciable plant associated with the access lines being 

sold tc Citizens Utilities Company. Unfortunately, the Company's quani3cation of the 

a d j m e n t  to remove the access line sale from revenue requirement did not capture the effect 

of t h i s  increase in depreciation expense due to represcription. Although USJT'C did quantify 

the necessaii correction in its response to Data Request No. UTI 52-14, the Company's filed 

uD&e depreciation adjustment is misstated. 
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Q. 

A. 

Q- 
A. 

Q- 

A. 

Q- 

A. 

Did ACC StaEAdjustment C-1 j also correct the depreciation associated mith the access line 

Sal??  

No. -4CC StafYAdjustment C-15 does quanufq-, but does not post, the amouni of the updated 

depreciation accrual rates applicable to the depreciable plant sold. In order to more readily 

iden@ the various components of the access line sale, Mr. Brosch has included the effect of 

this coEection in the quantification of .4CC Staff Adjustment No. C-29. 

In your opinion, is US WC in ageement with these various corrections or modifications? 

Based on my review of the Company's responses to Data Request Nos. UTI 52- 14 and UTI 5 S- 

18, it is my opinion that USWC does concur with these corrections. 

Did &e correction of the errors in the Company's annualization methodolog- have the effect 

of inoeasing or decreasing revenue requirement? 

In seneral terms, the correction of the Company's annudimtion methodology by Staff 

Adjustment C- 15 had the - effect of increasing intrastate revenue requirement. 

Why do you believe that it would not be appropriate to reflect the annual effect of the proposed 

deprsciarion rate increase in the quantification of rate base? 

By Decision No. 60928 (Docket No. T-01051B-97-0689), the Commission denied USWC's 

reques for a waiver from A.A.C. R14-2-102 and required the Company 10 file a rate 

applica~on to enable the Commission to examine all of the Company's costs, expense and 

revenue levels includin,o the effect of porential changes in depreciation rates. While the 

annualization of depreciation expense for ratemaking purposes should synchronize the new 

depreciation mtes with the level of depreciable plant included in rate base, the determination 

of rate base should be valued at December 31, 1999 - as appropnarely adjusted for 

eliminarions, corrections or other valuation issues. In my opinion, the Commission should not 
reach out more than twelve months beyond test year-end to capture, in isolation, the full 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

proforma 2nnual effect of the change in depreciation rates on the December 3 1 1999; year-end 

balmces for the accumulated depreciation resenre and the accumulated deferred income tax 

reserve. Otherwise, test year distortions and mismatched components of the ratemaking 

eqmtion would yield improper results. 

As a result of reversing US WC’s proforma effect on the accumulated depreciation reserve and 

the accumu1,zted deferred income tax reserve, did Staff Adjustment B-5 h s e  &e effect of 

increasing or decreasing overall revenue requirement? 

As indicated on ACC Staff Schedule F, Staff Adjustment B-5 increased intnsate revenue 

requirement by about $9 million: 

.- 

How does the value of the S t e s  annualized depreciation expense compare to the level of 

deprecizrion actually recorded by the Company during the 1999 test year? 

Refenins to ACC Staff Adjustment C-15, the annualized level of inmm depreciation 

expense (i.e., using the S W s  updated test year depreciation accrual rates as applied to year- 

end 1999 depreciable plant) is approximately $323.7 million. During the test ym, the Arizona 

intrastate portion of the book depreciation expense actually recorded by USniC was about 

$222.9 nillion. In effect, the year-end annualization process yields about S 100.8 million more 

depreciation expense than was actually recorded during the test year. 

Is &e entire increase in depreciation expense of $100.8 million related solely to -he change in 

book depreciation rates? 

No. During 1999, the amount of book depreciation expense actually recorded by t h e  Company 

is based on average depreciable investment. As the Company’s investment i~ depreciable plant 

increases, so does the amount of related depreciation expense. Since USW-C hzs increased the 

level of depr-eciable investment daring the test year, the annualization of depreciation expense 

on year-end investment would be higher than recorded amounts -even ifthe Commission had 
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not aut5orized any changes in book rates. So, a portion of the $100.8 d l i o n  increase in 

depreciation is related to the grow?h in depreciable plant with the balance due, in theory, to the 

change in depreciation rates. 

Q. Do a q -  of these depreciation amounts consider the offsetting effect of the pending sale of 

USTVC's Arizona access lines? 

KO . As discussed previously, the a.mounts discussed in h s  section of my t e r h o n y  are based 

on plant investment prior to the effect of the exchange sale. The direct te>dmony of Staff 

wimess Dunkel will discuss other issues related to the ma,onitude of the  dcpreciation rate 
change and Staff witness Brosch will apply the depreciation effect of the exchan, oe sale. 

A. 
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Q. 
A. 

Q- 
A. 

Q. 

A. 

Q- 

P1me descr;be ACC StafYAdjustment C-16. 

-4.K S*&-Adjustment C-16 synchronizes the interest deduction for income EL--- purposes with 

the %Teeidxed - cost of debt and the rate base recommendation of the ACC S w 5  This method 

of m n d i z i n g  interest expense is commonly referred to as interest synchrorinrion. 

Pl-txse defme interest synchronization. 

Ess,arially, interest synchronization is amethod which provides for the allocation of an interest 

expense deduction for income tax purposes to ratepayers equal to the ratepayers' contribution 

to the Company for interest expense, regardless of the Company's actual or estimated interest 

pqments to its investors. Since revenue requirement is partially driven b?- the application of 

a of retum to the rate base investment, the Company will recover from i s  ratepayers an 
m o u n ~  of interest expense equal to the effective weighted cost of d, ebt embeded in that rate 

of rsmll. Thus, ratemaking interest can be quite different from the actual inmest expense 

whichmight otherwise be deductible on a company's consolidated or stand-alone corporate tax 

r e m  Interest synchronization merely "syncbronizes" the ratemaking tz.x deduction for 

interest with the interest expense ratepayers are required to provide the Coropany in utility 

rates- 

Did f ie  Company propose the use of interest synchronization in quantif)-ing i s  Froforma level 

of income tax expense? 

Yzs .  USWC Adjustment C-06 adjusts income tax expense to synchronize -&e amount of 

inrsiecst expense with the Company's proposed rate base and weighted ak-ezige cost of debt. 

I f - 2 ~  Company employed interest synchronization in developing its revenue requirement, why 

is ir x c t s s a x y  for the Staff to separately quantify an adjustment for interesi syxhronization? 
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-4. Ed the Staff concurred in the Company's valuation of both rate base and CQS? of capital, a 

s m t z  adjustment for interest synchronization would not have been necessary. However, the 

S - a s  zxe base recommendation differs fkom the Company's proposal. Comxpently,  it was 

necesssi-- for the Staff to quantify a separate adjustment to recognize the raIemzGag deduction 

for k~rcst expense. In the event that the Commission ultimately adopts dL7exnr rate base or 

c q h d  cost valuations than presented by the Staff or the Company, interest synchronization 

should 'be recalculated using the Comqission's findings, thereby appropnareiy qnchronizing 

t h e  rtvenue requirement elements. 
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Q. 
A. 

Plezse describe StaffAdjustment No. C-17. 

In &e development of its updated revenue requirement filing, the Company h a  proposed to 

include above-the-iine (or impute for intrastate ratemaking purposes) all revenues, expenses 

and imestment associated with the provision of FCC deregulated senices (except for 

Payphone, Wireless and Video Dialtone servkes) in the State of Arizona. Staff Adjustment 

C- 17 iqutesadditional revenues above-the-line in order to ensure that the earninzs deficiency 

associated with these FCC dere,dated sexvices are not borne (or cross-subsidized) by the 

remainder of USWC's Arizona customers subscribing to the Compaxiy's intratate regulated 

products and services. 

Q. 
A. 

Please describe the reference to FCC Dere-plated Services. 

In general, USWC provides a variey of services in Arizona that fall h t o  one of three 

"jurisdictional" categories: interstaEe FCC re,dated services; intrastate ACC regulated 

services; and services that have been either deregulated or never regulated by either the FCC 

and/or the ACC. 

USWC main- its Arizona accounting records pursuant to FCC Part 32 (the system of 

accomtsj on a '~otal" State basis. FCC Part 36 governs the jurisdictional separation (i.e.> 

allocation) of the "total" State amounts between interstate and intrastate operations. However, 

the Paii 36 separations rules require b t  nonreguiated results be dete,mined (for the FCC 

Dere-dated Services) pursuant to FCC Part 64 rules and be removed before the jurisdictional 

separa~on process allocates the remaining costs between the interstate and inoanate spheres 

of LSTv-C's Arizona operarions. 
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Junsdictional Separations Keguiatea Ke-marea 

 TO^^'' A Z  Expense $1 00,000 s 100,000 

Less: FCC Dereg Expense @er FCC Part 64 -10,000 -1 0,000 

Rules) 

Expense Subject to Separations 90,000 90,000 

Interstate Separation (per FCC Part 36) 

Intersate Regulated $22.500 -22,5 00 

Intrastate Re,@ated (“’totaY-FCC dereg-interstate) S67.500 

25.00% 

Jurisdictional Expense RecaD: 

FCC Dere,plated Services s 1 0,000 

Intestate Regulated Services 23,500 

In_i-acrate Regulated Services 

 total^' -42 Expense 

67,500 

s 100.000 

Flowever: for the purpose of assembling its overall revenue requirement in current rate 

procexiing: USWC has not limited its calculation of the intrastate c o s  of’ service to the 

$67,500 shown in the above example. Instead, the Company has proposed to ?dude the FCC 

Dere-dated Services (revenues, expenses and investments) above-the-line for intrastate 

ratemiking purposes. Using the above example, the Company‘s proposal k the effect of 

rec0-gizk-g operating expense of $77300 (S67,jOO Intrastate plus S 10.000 FCC Dere,@ated 
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1 

2 ju.5sdictional separations process. 

Senicesj in the calculation of overall revenue requirement, not the $6’7,500 reydting from the 

3 Q. 

4 

5 

6 A. 

8 

9 

i 10 

15 

16 

17 

18 

- ’  19 

20 

In *&E agregate, does USWC’s proposal to include the FCC Deregulated Senices above-the- 

line for intrastate ratemaking purposes have the effect of increasing or decreasing the overall 

revenue requirement presented in the Company’s update filins? 

Referring ro the Company’s revenue requirement workpapers and 4 C C  SWAdjustment C- 1 7: 

USWC has proposed to increase rate base by approximately and decrease net 

operating income by about . In the aggregate, US WC’s proposed inclusion of the 

FCC Dere,dated Services above-the-line has the effect of increasing 0.i-eralI revenue 

requirement by about $3.5 million. 

How does Staff Adjustment No. C-17 ensure that the aggregate earnings deficiency of the FCC 

dere-dated services is not borne or cross-subsidized by the balance of USWC’s Arizona 

ratepayers? 

The Company‘s proposal has the effect of increasing revenue requirement to recover the 

imputed revenue deficiency (associated with the above-the-line inclusion of the FCC 

dere-dated service net operating loss and rate base investment) through ixs brastate regulated 

rates. The proposed Staffadjustment imputes the additional revenues required for these FCC 

deregulated services to generate an above-the-line return on investment, or net operating 

income, equivalent to the weighted cost of capital return proposed by -4CC Sta f f  witness Hill 

for &e Arizona regulated services. 

Therefore, by allowing the FCC deregulated services above-the-line in conjuncrion with this 

22 

23 

S t E  adjustment, the Company’s FCC deregulated services would be reco-gnized in the 

inrrstatte ratemaking process as if those services were generating sufficient reT-enues to cover 
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1 

3 

the rehed  exvenses 

the regdated return adopted by the Commission in this proceeding. 

provide a return on the associated rate base investmenr equivalent to 

- 

3 Q. 

4 

5 

6 A. 

7 

8 

9 

10 

If the Commission's final order adopts a weighted cost of capital different thm that proposed 

by &e -4CC S-, would it be necessary to recalculate ACC Staff Adjustment C- 17 to reflect 

such c h g e ?  

Yes. Ethe Commission were to adopt different levels ofFCC Deregulated Senices rate base, 

revenues, or eqenses than proposed by Staff or a different capital struc&F+or cost rates than 

recommended by the Staff3 it would be necessary to recalculate the effect of ACC Staff 
Adjusonent C-17, unless such changes had an immaterial effect on the calculation of imputed 

revemes. 

Q. 

12 A. 

13 

14 

15 

Are you iecommending that the Company not continue to provide these services? 

No. The purpose underlying the S t a f f s  recommendation is to ensure that re-dared ratepayers 

do nor fund the earnings deficiency resulting from the Company's decision to provision the 

FCC Dsre+dated Services. If USWC desires to provide these various services in this manner, 

the S e i s  not seeking to interfere with that management discretion. 

16 USWC's Above-The-Line Rationale 

17 Q. 

18 

19 A. 

20 

21 

Why hzs USWC proposed to include the earnings deficiency associated ui-;h these FCC 

dere-dated services above-the-line for ratemaking purposes? 

Since USWC-s direct testimony does not specifically discuss or reference its position on this 

issue. a series of data requests were submitted to explore the rationde for f i e  Company's 

pro_Dosed treaiment. Generally, USWC has taken the position that these sen 7 i c ts  a-re intrastate 

22 

23 

re-gdaed senices which must be included above-the-line for intrastate ratemalcing purposes. 

in the absence of specific ,402 findings that serve to deregulate such senices. The following 
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excerpts fiom USWC discovery responses provide further rationale for the Company’s 

position: 

UTI 3-19: The ACC regulates all FCC deregulated products with the exception of 
Interstate Billing & Collection. Additionally payphone and wireless were premptively [sic] 
dere-dated by the FCC and the Telecommunications Act of 1996. 

UTI 14-14: US WC refers to Part V, paragraph A5 of ACC Decision 58927, indicating that 
the Commission continues to regulate certain products that the FCC has deregulated. 
Further, in Decision 58927, the Commission recognized the confusion in this area and 
ordered a separate proceeding to further investigate how to handle services deregulated by 
the FCC. US WC correctly observed that no such proceeding has been undertaken. 

UTI 14-15: U S WEST favors State deregulation of FCC deregulatedproducts. However, 
in the current proceeding, the Company has chosen not to contest the past practice of the 
Arizona Commission to include these items in the revenue requirement determination. 

UTI 14-18: ACC DecisionNo. 58927 attempted to address the confusion around this issue 
by directing that a proceeding be instituted for the purpose of investigation how to handle 
FCC dere-dated services in Arizona. However, no such proceeding has ever taken place. 

UTI 24-8: All US WC rationale for the inclusion of the FCC deregulated services above- 
the-line for Arizona intrastate ratemaking purposes was provided in the response to UTI 
14-14, UTI 14-15 and UTI 14-18. No other support exists for the Company’s proposed 
ratemalung treatment. 

These USWC discovery responses essentially contend that the Commission has previously 

included the FCC Deregulated Services above-the-line for intrastate ratemaking purposes - a 

practice the Company decided to not contest in this proceeding. ACC Decision 58927 and the 

Company‘s position on this issue will be addressed in a following subsection. 

Products and Services 

Q. Could you briefly identify the various products and services which are included in the category 

of FCC deredated services that are at issue in this proceeding? 
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1 A. 

2 

Yes. The following table briefly lists the general FCC deregulated producr categories that 

US WC has proposed to include in the intrastate ratemaking process, as part of its update filing: 

Protocol Conversion Alarm Services 

Customer Telecom Services Electronic Directory Assistance 

Information Services (Enhanced Fax, Information Storage Font-ard and 
E-9 1 1) Retrieval System (Voice Messaging) 

Temporary Cellular Service Planning for Norregulated Services 

3 Q. 
:. A. 

5 

10 

11 * 

12 

13 

14 

Account Recording Joint Marketing 

Buyer’s Advantage 

Sources: Data Request Nos. UTI 1-15 and Confidential UTI 42-6. 

Is USWC losing money on the FCC deregulated services offered in Arizona? 

Yes. This fact is evident fiom the financial data supplied in the confidential rcsponses to Data 

Request Nos. UTI 3-1 9, UTI 20-27 and UTI 42-6 as well as the simple admission provided in 

response to RUCO 4-25. 

In the aggregate, the thirteen (1 3) FCC deregulated service categories that UST5-C has proposed 

to include above-the-line for ratemaking purposes operated at a net loss during the test year. 

Comparing +&e Company’s original filing with the test year update, the net loss and rate base 

investment US WC has proposed to include above-the-line has declined. However, these 

services continue to be provided at a loss. 

In contrast, is the only FCC deregulated service categoq- that generated 

significant positive income during the test year, thereby minimizing the net loss from all other 

FCC Deregulated Services. However, the Company has filed a petition with the ACC to 

. 15 deregulate this service in the State of Arizona. Absent the positive earnings generated by this 
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1 

2 substantially larger. 

service, the revenue imputation amount presented on ACC Staff Adjustment C- 1 7 would be 

3 Q. 

4 

5 

6 A. 

7 

8 

9 

TO 
11 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 Q. 

What steps has USWC undertaken to ensure that the prices charged for other regulate$ 

telephone services do not subsidize the losses fiom the Company’s FCC dere-dated lines of 

business? 

Other than the possibility of State deregulation, USWC has not identified any steps that it has 

taken to avoid cross-subsidization fiom its intrastate regulated telephone operations. US WC 

responded to such a question posed by Data Request No. RUCO 4-25 by simply referencing 

to its earlier responses to UTI 14-14(a) and UTI 14-1 5(a) as well as RUCO 4-23. Interestingly, 

Data Request No. UTI 14-14 refers to the ACC‘s decision to continue to re-date these FCC 

deregulated services in the Company’s last Arizona rate case, while LX’I 14-15 conveys 

US WC’s preference for State deregulation. 

In responding to the inquiry by RUCO 4-24(a) about the steps taken by USWC to protect 

against cross-subsidies of its payphone and wireless lines of business (preemptively 

deregulated by the FCC) by regulated telephone services, the Company surprisingly states that 

it follows Part 64 accounting rules, which prevent cross subsidization. As I indicated 

previously, US WC has not proposed to include these preemptively deregulated services above- 

the-line for Arizona ratemaking purposes. However, the Company has chosen to ignore the 

Part 64 rules, designed to prevent cross subsidization, for all other FCC dere-dated services 

by reflecting the aggregate losses experienced by those services and related net investments 

above-the-line without any revenue imputation - contrary to the ACC’s order in US WC’s last 

Arizona rate case. 

Why do you believe that revenue imputation is the appropriate response to the Company’s 

34 request to include the losses fiom the FCC deregulated services above-the-line? 
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A. There are several reasons why I believe that full revenile imputation proposal offered by the 

ACC Staff is the only rational approach to this issue. 

First, US WC has discretion over the pricing ofthese services or whether to seek price increases 

for other services still provided pursuant to tariffs filed with the ACC. If the Company 

believes that deregulated product revenues are unacceptably insufficient to cover the recorded 

cost of a service or group of services, the appropriate response would be for the Company to 

either decrease costs or increase the price charged - not shift responsibility for the losses 

incurred to USWC’s intrastate customers taking regulated service. To the extent that USWC 

exercises discretion over the pricing of its FCC deregulated services, it should be shareholders, 

not ratepayers, who are accountable for the losses from such operations. 

Second, USWC can (and has) significantly increase(d) the prices charged for certain FCC 

deregulated services, while reducing or restructuring the prices charged for others. In doing 

so, the operating loss recorded during the test year could change and not be representative of 

ongoing conditions. The combination of post-test year price increases a d  Commission 

adoption of US WC’s above-the-line recommendation could result in the double-recovery of 

a portion of the losses experienced by US WC on its FCC deregulated services. In other words, 

the test year losses could be recovered through: (a) higher post-test year prices charged for the 

FCC deregulated services and (b) the increased revenue requirement borne by regulated 

customers due to the adoption of US WC’s above-the-line recommendation. 

Third, USWC may petition the ACC at any time seeking the State deregulation of any (or all) 

FCC deregulated productsiservices - comparable to the petition currently pending before the 

Commission. In the event that the Commission adopts USWC’s above-the-line 

recommendation in the rate case and then subsequently authorizes the State dere-dation of one 

or more of those FCC deregulated services, the tariff rates charged to the customers of 
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USWC’s intrastate regulated services will subsidize the operations of those -Arizona services 

explicitly deregulated by the Commission as a direct result of allowing reco\-ery of related 

losses above-the-line - absent downward rate adjustments outside the contca of a rate case. 

Fourth, USWC may choose to provision financially promising FCC dere-dated services 

through a separate affiliate, rather than by USWC pursuant to Part 64 rules. This could result 

in all FCC deregulated services that are “losing” money being provisioned by USWC and 

included above-the-line for ratemaking purposes, while potentially profitable FCC deregulated 

services could be provisioned by a separate affiliate and insulated fiom USR’C’s proposed 

above-the-line treatment. Under such a scenario, US WC’s above-the-line recommendation 

without revenue imputation would result in the Company’s regulated cusromers providing 

direct subsidies to the FCC deregulated services, through higher regulated rates. 

Fifth, FCC Part 64 [47 CFR 64.901) requires carriers, such as USWC, to separate their 

regulated costs from nonregulated costs using the attributable method of cost allocation. Part 
64, which resulted from FCC orders in CC Docket No. 86-1 11, establishtd procedures 

intended to protect interstate regulated operations from cross-subsidizing the nonregulated 

activities of the telecommunications industry. All nonregulated revenues and costs, consistent 

with Part 64: are removed from a carrier’s operating results prior to the jurisdictional 

separation of the remaining regulated costs between interstate and intrastate operations. In my 

opinion, the Company’s above-the-line ratemaking proposal has the effect of shifting 100% 

of the cross-subsidy to those customers subscribing to USWC’s Arizona intrastate regulated 

services. I do not believe that such a shift in cost responsibility is the appropriate or intended 

result of the FCC’s actions to protect interstate regulated services. 

Q. Would it be possible to achieve a result comparable to above-the-line imputation by simply 

moving the FCC deregulated services below-the-line? 
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A. Yes. The revenue requirement impact of these two alternatives would be identical. However, 

I have not proposed an adjustment moving the FCC deregulated services below-the-line out 

of concern whether Commission adoption of such treatment could possibly be construed as the 

intrastate dereadation of those individual services. The Commission may wish to investigate 

through a separate proceeding the form or extent of regulatory oversight it mishes to exercise 

on any or all of these services. 

Q. 

A. 

Have you conducted any legal research on that concern? 

No. I am not an attorney and have not researched this issue from a legal perspective. 

However, it is my opinion that if any of the FCC deregulated services were to be deregulated 

by this Cclmmission such action should occur through a docket specifically focused on the 

policy considerations of deregulation. I do not believe that a deregulatory action should simply 

be implied from a Commission rate order based, in part, on maintaining FCC deregulated 

services as below-the-line activities for intrastate ratemaking purposes to protect against cross- 

subsidy concerns. If the Cornmission were to conclude that below-the-line treatment would 

not convey an approval of State deregulation of these services, the Commission would then be 

able to simply choose between the two identical revenue requirement alternatives (i.e., above- 

the-line with revenue imputation or below-the-line). 

ACC Decision 58927, Docket No. E-1051-93-183 

Q. Are you familiar with that portion of ACC Decision 58927 which addresses the issue identified 

as FCC Deregulated Services? 

Yes. I sponsored testimony on behalf of the ACC Staff on that issue. The Commission 

discussed the FCC deregulated services issue at pages 21-23 of ACC Decision 58927, 

including the following excerpts: 

A. 

... Prior to FCC deregulation, these services were subject to the separation process. As 
a result of deregulation, the FCC has ruled that the services must be excluded from 
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interstate costs and ratemaking. In this case, U S West has proposed to include all of 
the revenues, expenses and investment associated with its FCC dere,aulated services 
above-the-line for intrastate ratemaking purposes. According to the Company, the 
prices for these services are market based but do not cover their fully distributed costs. 

According to Staff, interstate deregulation should not by itself increase expenses to the 
intrastate jurisdiction. The services in question have expenses of a p p r o - ~ a t e l y  $7 
million more than the associated revenues. Hence, the Company’s proposal xi11 result 
in other Arizona customers bearing the burden of the $7 million deficiency ....,4 s part 
of its case: the Company requested a $5,356,330 increase in revenues for inside wire 
charges. Staff concurred with the Company’s proposed increase as part of its overall 
rate design in the case. Staff then imputed additional revenues of $1,662,000 to offset 
the remaining deficiency for the FCC deregulated services. 
[ACC Decision 58927, p. 21-22] 

With the exception of the Payphone and Wireless services preemptively dere-dated by the 

FCC, USWC‘s recommendation in the current proceeding has not changed from its position 

in the last rate case. The Company has once again proposed to include the net loss and rate 

base investment associated with the remaining FCC deregulated services above-the-line for 

intrastate ratemaking purposes. Except for changes in the dollar values contained in the above 

excerpts, the summary of this issue from the last Arizona rate case continues to apply today. 

Q. 
A. 

Did ACC Decision 58927 adopt the Staffs revenue imputation proposal? 

The Commission did adopt the concept of revenue imputation, but not the full amount 

recommended by the Staff. The following discussion appears at page 22 of Decision 58927: 

... As to the remaining revenue deficiency for the FCC deregulated senices in the 
amount of S 1,662,000 we concur with Staff that interstate deregulation should not by 
itself increase expenses to the intrastate jurisdiction. On the other hand, we don’t find 
S t a f f s  method of simply imputing revenues to offset the entire deficiency provides an 
overall just result either. The fact that both the Company and Staff have recommended 
a separate proceeding to further investigate how to handle services deregsllated by the 
FCC indicated the confusion in this area. Accordingly, we will order such an 
investigation to be part of the current generic investigation into competition in 
telecommunications services (Docket No. U-000-93-259). In addition, in order to 
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6 

7 

8 Q. 
9 

10 A. 

11 

‘2 

2 

14 

15 

16 

17 

18 

. 19 

20 

21 

22 

23 

I 24 

25 

recognize that neither the interstate nor intrastate jurisdictions should bear the entire 
deficiency of the deregulated services, we will approve 50 percent of the Staffs 
recommended imputed revenues or $83 1,000. 
[ACC Decision 58927, p. 22-23] 

Interestingly, the Company has now chosen to u t  contest the Commission‘s inclusion of the 

FCC deregulated services above-the-line, but continues to argue against the imputation of any 

additional revenues. 

Has the Staff proposed to limit its revenue imputation to only 50% of the deficiency, as 

adopted by the Commission in the last rate case? 

No. In the last rate case, the Staff believed that the correct remedy for the above-the-line 

ratemaking treatment was full revenue imputation. Based on the information gathered through 

discovery in the current proceeding, the Staff is even more convinced today that the full 

imputation recommendation was and still is the proper remedy. I continue to believe that 

interstate deregulation should not, by itself, increase costs to the intrastate jurisdiction. 

Revenue Imputation 

Q. Could you describe your use of the phrase “revenue imputation” as it applies to FCC 

deregulated services? 

Yes. USWC has proposed to include the net operating loss and the related rate base 

investment for these FCC deregulated services above-the-line for intrasate ratemaking 

purposes. As used in this context, the concept of “revenue imputation“ refers to the 

recognition of sufficient additional revenues for ratemaking purposes so that, io the aggregate, 

the FCC deregulated services will earn the same overall return on investmezl that the ACC 

ultimately adopts for US WC’s intrastate regulated services. By imputing additional revenues, 

A. 

US WC’s Arizonaregulated customers will not.fse required to subsidize the earnings deficiency 

experienced by the Company’s FCC deregulated services. 
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1 

2 

3 

4 10% return on investment. 

If the ACC were to determine that, for example, USWC should be allowed to earn a return on 

rate base of 10% (i.e., the weighted cost of capital), the Staff‘s recommendation would impute 

additional revenues sufficient to result in the FCC deregulated services achie\ing the same 

5 Q. 

6 

7 customers subscribing-to those services? 

8 A. 

9 

10 

By proposing a “revenue imputation” adjustment, are you suggesting that USWC increase the 

prices charged for its FCC deregulated senriczs to collect those additional rei-enues from the 

No. I am not suggesting that USWC should change its method or approach to the pricing of 

its FCC deregulated services. By recommending the imputation of additional revenues, I am 

suggesting that those customers subscribing to US WC’s intrastate regulated services should 

11 - not be required to subsidize the Company’s FCC deregulated offerings. 

d Q. 

13 

14 

In ACC Decision 58927, the Commission adopted 50% of the Staffs revenue imputation 

adjustment. Could you please summarize the revenue requirement effect of the Company’s 

above-the-line proposal in the current proceeding and compare that effect with the issue 

15 

16 A. 

17 

18 

. 19 

20 

21 

presented to the Commission in US WC’s last Arizona rate case? 

Yes. During the test year in the last rate case, USWC’s FCC deregulated senices experienced 

a revenue deficiency of approximately $7 million. Because US WC had proposed to increase 

its inside wire charges by $5.4 million as part of its overall rate design in that case, the Staffs 

revenue imputation totaled $1,662,000 to offset the remaining deficiency for the FCC 

deregulated services. However, the ACC only adopted 50% of the imputation, or $83 1,000. 

[ACC Decision 58927, p. 21-23] 

22 

23 

?4 

In comparison, Staff Adjustment No. C-17 has the effect of imputing additional revenues of 

approximately $3.5 million. Obviously, the value of the imputation adjustment has more than 

doubled since USWC’s last Arizona rate case. I believe that any imputation of less than 100% 
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1 

2 regulated services. 

would be a disservice to those Arizona customers subscribing to the Company's intrastate 

3 Q. 

4 

5 

6 A. 

7 

8 

9 

10 

Has USWC proposed to increase the prices charged for any of the FCC dere-dated services 

in the current proceeding in order to decrease or eliminate the net operating losses experienced 

by these services during the test year? 

No. As indicated in the response to UTI 16-7(d), USWC has not proposed price changes to 

any of the FCC deregulated services in the pending rate proceeding - in contrast to the inside 

wire increases proposed by USWC in the last rate case. However, the Company has already 

increased the prices charged for the following FCC Deregulated Services during the 1999 test 

year: 

Service Category Effective 
Date 

Enhanced Fax - Fax Power 4/1/99 

Premises Services: 1/1/99 

Business Unistar 
Business Trouble Isolation 
Business Time & Materials 
Line-Backer 
Line-B acker P Ius 
Wire Maintenance 

Source: Data Request No. UTI 16-5. .- 

11 Q. 

12 

' 13 

In the response to UTI 3-1 9, the Company has represented that the ACC re-dates all FCC 

deregulated products - except for interstate Billing & Collection and those senices which have 

been preemptively derefllated by the FCC. Do you have any comments on the conceptual 

14 characteristics of regulated services? 

' 15 A. Yes. In my opinion, there are several characteristics which should reasonably b e  expected to 

I apply to a regulated product or service: 
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15 
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1 7  

18 

19 
20 
21 
22 
23 
24 
25 
26 
27 

28 

29 

30 

Product (or service) prices would be supported by tariffs, schedules, prict f i s s  or contracts 
filed with a d  approved by the Commission. 
Under flexible pricing options, the Commission would at least set minimuzl price floors, 
but could also set maximum prices and oversee the frequency and/or degree of price 
changes - due to cross-subsidization concerns. 
The Commission and/or the Commission Staff would be notified of and possibly 
participate in resolving customer billing, service quality andor senics  provisioning 
complaints. 
The Commission would be notified of andlor approve the introductior, or termination of 
individual productlservice offerings. 
Commission authority would be sought as to whether a new service would k provisioned 
by USWC pursuant to Part 64 accounting rules or by a separate subsidiary or fully 
deregulated for intrastate purposes - to mitigate cross subsidization conc,m. 

Depending on the degree of authority conferred by the applicable statutes or constitutional 

provisions, the ACC could have broad latitude in deciding how closely it desires IO oversee the 

FCC deregulated services allegedly “regulated” by the Commission. For comparison purposes, 

USWC has provided the following information through Staff discovery regarciing the ACC’s 

past practice of “regulating” the FCC deregulated services: 

Except for Premises Services, the ACC has not ordered USWC to submit pricing bands/ 
ranges, price lists or notices of price changes to either the Commission or the ACC StafT. 

Historically, the ACC has not directly regulated service quality iIi connection with 
USWC’s FCC deregulated services. [UTI 20-3 11 
USWC does not have any ongoing contact with the Commission or ACC Staff 
representatives regarding customer issues with service quality, produa “.cing, billing 
andlor service provisioning as it relates specifically to USWC’s FCC dere-dated services. 

[UTI 16-5 and UTI 16-81 

[UTI 24-1 01 

Q. 
A. 

Does USWC believe that any revenue imputation is appropriate for ratemaking purposes? 

No. According to the response to RUCO 8-5, USWC holds the “...opinion tlm deregulated 

products are priced on a competitive basis and that the imputation of add i t iod  revenues to 

these products cannot be supported.” Further, the response to RUCO 10- 1 1 M e r  disagrees 
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with the concept of revenue imputation, indicating that “the deregulated products are 

appropriately priced based on TSLRTC and competitive forces” and that “fully dismbuted cost, 

is not an appropriate basis for pricing.” 

Interestingly, US WC does not recognize that its own approach to quantifying overall revenue 

requirement in this proceeding relies on fully distributed cost (FDC) for pricing purposes, 

albeit not for the FCC deregulated services. Under the Company’s proposal, the revenue 

deficiency attributable to the difference between FDC based costs and the prices charged for 

the FCC dere,aulated services have been reco,pized above-the-line and are residuaIly included 

in the prices USWC proposes be charged to those customers subscribing to USTA-C-s intrastate 

regulated services. 

The FCC Cost Allocation Manual (“CAM) resulting fiom Part 64 emphasizes direct cost 

assignment and “...allocates common cost to the nonregulated sector but leaves it wholly to the 

business jud-went of the company and to the market place to determine hon- the company 

recovers (or fails to recover) those costs.” [ReDort and Order CC Docket No. 86-1 1 1 (or R&O 

86-1 1 l), par. 1 151 Discretionary pricing flexibility, dependent on market conditions, provides 

little certainty of the ongoing losses (or profits) of the FCC deregulated services that US WC 

has proposed be absorbed by regulated ratepayers. 

- 

As outlined in the table presented earlier in my testimony, USWC currently oEers a variety of 

productslservices generally identified as FCC deregulated services. The remainder of this 

testimony section will briefly discuss certain other related topics in order to further illustrate 

why the S W s  revenue imputation proposal has merit and should be adopted by the ACC. 
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Voice Messaerinp Senrice 

Q. 

A. 

Q- 
A. 

Q. 

A. 

The earlier excerpt from the response to UTI 14-15 indicates that U S FJXEST favors State 

deregulation of FCC deregulated products. Has USWC undertaken any initiatives or filed any 

pleadings to seek the explicit deregulation of individual FCC deregulated sen-ices in Arizona? 

On September 25, 1998, US WC filed a petition with the ACC requesting the deregulation of 

its voice messaging service (VMS), a copy of which was provided to Utilitech by the ACC 

Staff. Other than VMS, USWC has not sought and currently has no plans to seek explicit State 

deregulation of any other FCC dere-dated service in Arizona - at lease according to US WC’s 

response to L T  24-5. 

What is the status of USWC’s petition to deregulate VMS? 

It is my understanding that USWC’s petition is currently pending further action. I am not 

aware of any steps taken by USWC, the Staff or the ACC subsequent to the frling of this 

petition. 

So, is it correct that USWC has proposed State deregulation of VMS in Arizonz at the same 

time that it is recommending above-the-line treatment of VMS for intrasrate ratemaking 

purposes? 

Yes. The Company’s Confidential response to Data Request No. UTI 42-6 indicated that, 

during the 1999 test year, VMS reported -1 and 

experienced -,, representing a significant improvemen; in financial 

condition from the net operating ioss reported for the original test year ended June 1998. [See 

Data Request Nos. UTI 3-19 and UTI 20-27.1 Consequently, USWC’s proposed inclusion of 

VMS above-the-line for ratemaking purposes has the effect of - the overall revenue 

requirement otherwise generated by the remaining FCC Deregulated Services, even though the 

Company is seeking State deregulation of this service. 
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Tariffs and Pricing 

Q. 
A. 

Q. 

A. 

Q- 
A. 

Does the ACC require USWC to file tariffs for any of the FCC deregulated senices? 

According to the response to UTI 14-1 7, the ACC has not required USWC to file and maintain 

tariffs on the various FCC deregulated services, with the exceptionofInside \-3‘ire Maintenance 

and related charges. In addition, US WC’s response to UTI 16-8 states: 

The Company is not required, pursuant to ACC order, to submit pricing bands / ranges, 
price Iists, or notices of pricing changes to either the Arizona Commission or the ACC 
Staff relative to FCC Deregulated Services. 

US WC does not provide such information because the Commission has neither ordered 
nor requested USWC to do so. 
[Data Request No. UTI 16-81 

Could you generally describe the tariffs USWC has filed with the ACC for Inside Wire 

Maintenance and related charges? 

USWC’s inside wire services are “flexibly priced.” While Commission d e s  require USWC 

to price all service above TSLRIC, there are no ACC rules which establish a procedure for 

setting maximum rates. Since January 1997, USWC has changed the price of Inside Wire 

Maintenance on three separate occasions - November 1,1997; January 1,1998; and January 

1, 1999. [Data Request Nos. UTI 14-14, UTI 16-5 and RUCO 5-12] 

Do you have any estimates of the revenue effect of these three inside wire rate increases? 

Yes. The following table summarizes USWC‘s Confidential responses to Data Request Nos. 

RUCO 5-f2 and RUCO 10-1, which contain estimates of the annual revenue effect of each 

increase: 
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Wire Maintenance Rate Increases 

Annual Revenue 
Effective Date Estimate 

November 1,1997 I =  
January 1. 1998 m 
January 1,1999 IL 

1 

2 

3 

4 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 
7 

Total 

Fortunately, each of these changes have been in effect for the entire updated test year (i.e., 

calendar year 1999), thereby avoiding any need to annualize the effect of these increases. 

However, the existence of this pattern of changing the rates charged for the FCC Deregulated 

Services outside the context of arate case underscores the need for Staffs proposed imputation 

adjustment. 

If the test year net loss for the FCC Deregulated Services is recognized zbove-the-line for 

ratemaking purposes and the Company continues to increase the prices for such services 

subsequent to the test year, it is possible that such increases could shift the net operating loss 

experienced during the test year to a positive net operating income. 

Accounting for FCC Deregulated Services 

Q. You previously referred to the FCC’s accounting for these deregulated semices. Could you 

briefly explain the background of this accounting? 

Yes. In April 1986, the FCC issued a Notice of Proposed Rulemaking conceming the methods 

of separating the costs of regulated telephone service fiom the costs of the nonregulated or 

deregulated activities of telephone companies and their affiliates. In a REPORT -4YD ORDER 

issued in CC Docket No. 86-111 [released February 6 ,  19871, the FCC adopted a fully 

distributed costing method which emphasized direct assignment based on cost causation, 

A. 
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required the development of Cost Allocation Manuals by the Bell operating companies, and 

segregated the costs of nonregulated services from the regulated costs subject to jurisdictional 

separations. The following excerpt appears in the introduction section of the REPORT AND 

ORDER in CC Docket No. 86-1 11 : 

We proposed to develop a system of accounting separation that would inhibit carriers 
fiom imposing on ratepayers for regulated interstate services the costs and risks of 
nonregulated ventures. Our ultimate, statutory goal was to promote just and reasonable 
rates for services in the interstate jurisdiction. [footnote omitted] We tentatively 
concluded that, to achieve our purposes, it would be necessary to deter cost shfting 
both in the form of misallocation of joint and common costs and in che form of 
improper intracorporate transfer pricing. In this Order we affirm that conclusion by 
adopting (1) cost allocation standards and, for certain carriers, a requirement that a cost 
allocation manual be filed with this Commission; (2) rules for recording -actions 
between regulated telephone companies and their corporate affiliates, and (3) 
accounting procedures, audit requirements, and other implementation and enforcement 
mechanisms. 
B & O  86-1 11 , par. 13 

18 

1 19 

- 20 process implemented by the FCC: 

In the introduction to the U S WEST Cost Allocation Manual provided in response to Data 

Request No. UTI 1-15, the Company provided the following description of this allocation 

21 
22 
23 
24 
25 
26 
27 
28 
29 

In its Joint Cost Order, the Commission FCC] established a mechanism for separating 
the costs of providing regulated telephone service from the costs of providing 
Nonregulated products and services. The “primary purpose” behind the establishment 
ofthis mechanism was to “protect. . ratepayers fiom unjust and unreasonable interstate 
rates[.]” Joint Cost Order, 2 F.C.C. 2d at 1303. The Commission noted the necessity 
of “guarding against cross-subsidy of Nonregulated ventures by Regulated services, 
and that cross-subsidy can result either fiom the misallocation of common costs or 
fiom improper intracorporate transfer pricing.” 
@lata Request No. UTI 1-1 51 

~ 

30 Q. Could you explain what is meant by a service being “subsidized” by other smices? 

UTILITECH, INC. Page 96 



Direct Testimony of Steven C. Carver 
Docket No. T-1051B-99-105 

1 A. 

- 7 

3 

4 

5 

6 otherwise. 

It is my opinion that a subsidy or cross-subsidy occurs in situations in which one or more 

services derive benefits from other services without assuming adequate responsibility for the 

associated costs. Under residual pricing, the failure of a service to assume adequate cost 

responsibility can result in the shifting of costs to other services which, in tum. inappropriately 

assume responsibility for providing a subsidy, absent specific regulatory treatment to provide 

7 Q. 

8 

9 regulated services? 

Would the above-the-line recognition ofthe FCC dereslated services, as proposed by USWC, 

constitute a cross-subsidy of such services by the balance of the Company's Arizona intrastate 

10 A. 

11 against this cross-subsidy. 

Yes. In my opinion, the imputation of additional revenues as proposed by the Staffwill protect 
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FCC DEREG - SEPA.RATIONS ADJUSTMENT 

1 Q. 
2 A. 

3 

4 

5 

6 

7 

8 

9 

Please describe ACC Staff Adjustments B-7 and C-18. 

As a direct result of US WC’s proposal to include the FCC Deregulated Senrices above-the-line 

for ratemaking purposes, the Company calculated higher composite, intrasratt separation 

factors for use in allocating test year adjustments. These bgher separation factors have been 

used by the Company and the Staff to compute the intrastate share of the individua1 

adjustments posted to rate base and operating income. ACC StafYAdjusments B-7 and C-18 

correct the intrastate separation of those adjustments to reflect the lower separation factors 

resulting from the exclusion of the FCC deregulated operations from the development of 

jurisdictional separations. 

.3 Q. Why are these adjustments necessary? 

I 1 A. 

12 

13 

14 

Because USWC has chosen to directly assign 100% of the revenues, expenses and net 

investment of certain FCC Deregulated Services to its Arizona intrastzte operations, the 

composite separations factors computed and applied by the Company has the effect of over- 

allocating individual ratemaking adjustments to intrastate operations. These -4CC Staff 

15 Adjustments B-7 and C- 18 are necessary in order to correct this over-allocation. 

16 

17 

18 

19 

20 revenue requirement adjustments. 

Ultimately, the Commission will decide how to treat the FCC Deregulated Services for 

ratemaking purposes. If the Commission agrees with the StafY s FCC Dere-dated Services 

revenue imputation approach cr simply moves such services below-the-line, then ACC Staff 

Adjustments B-7 and C- 18 are necessary to reflect the revised separation effea on all other 

21 

?2 

However, the quantification of ACC Staff Adjustments B-7 and C-18 assume that the 

Commission would adopt all adjustments proposed by the Company and the Staff-. In the event i 
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I 7 

3 

4 

5 

6 

7 

8 

9 

10 

‘1 

*t 

13 

14 

15 

16 

17 

18 

that the Commission ultimately rejects certain adjustments or adopts re\isions to other 

adjustments, it would be necessary to recalculate ACC Staff Adjustments B-7 and C-18 for 

consistency with the Commission findings. 

Q. ACC Staff Adjustment C-18 decreases net operating income in excess of $2 million. Why 

does the change in composite intrastate separation factors have such. a large impact on net 

operating income? 

ACC Staff Adjustment C- 18 was determined by applying the change in composite intrastate 

separation factors to the total adjustments proposed by USWC and the ACC Staff. As the net 

effect of the various adjustments grows larger in amount (either positively or negatively), the 

value of the separations change also increases. 

A. 

For example, ACC Staff Adjustment C-13 recommends the capitalization of internal-use- 

software (SOP 98-1). Because ofthe magnitude ofthe decrease to expense associated withths 

adjustment, a decrease in the composite intrastate separation factor translates into a smaller 

allocation of the SOP 98- 1 expense reduction to intrastate operations by increasing ACC Staff 

Adjustment C-18. 

This example illustrates the interaction between the ratemaking adjustments and the 

jurisdictional separations process. For this reason, ACC Staff Adjustments B-7 and C-18 

should be updated to reflect all applicable adjustments ultimately adopted by the Commission. 

~ 
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PROPERTY TAX CORRECTION 

1 Q. Please describe ACC Staff Adjustment C-24. 

2 A. 

3 

ACC Staff Adjustment C-24 represents the correction required to the Cornpaq-‘~ proposed 

EOP property tax annualization included in US WC Adjustment P-0 1. 

4 Q. 
5 annualization approach? 

6 A. 

7 

8 

- 9  

- ‘3 

How do the calculations underlying ACC Staff Adjustment C-24 compare the Company’s 

The two computational methods are very similar. USWC based its annualiza~on on the 1999 

final full combined cash value (not December 1999 times twelve), as dstermined by the 

Arizona Department of Revenue for property tax assessment purposes. US’iVC then applied 

an assessment ratio and average tax rate to determine the Arizona annuaiized property tax 

expense, which was then allocated to the Company’s intrastate operations. 

11 

12 

In the confidential response to Data Request No. UTI 45-1 1, the CompanJ- indicated that its 

annualization had used an incorrect weighted assessment ratio. ACC Staff-ricijustment C-24 

13 

14 Q. 

15 A. 

- 16 

17 

18 

19 

20 

21 

uses the correct assessment ratio. 

Are there any other differences between the Staff and Company annualizarion adjustments? 

US WC’s annualization calculation employs an unexplained intrastate separaion factor of 

71.77%. However, the Company’s update rate filing is based on a composite intrastate factor 

of 72.49% for property and other tax expense, which is primarily property txx expense. ACC 

Staff Adjustment C-24 is calculated using the higher test year intrastate separarion factor of 

72.49%. This Staff adjustment then compares the intrastate portion of the re+& annualized 

level to the amount of property tax expense included in the Company’s u p d m  &g, plus the 

out-of-period correction to property tax expense discussed in ACC Staff Adjustment C-25. 

UTILITECH, INC. Page 100 



Direct Testimony of Steven C. Carver 
Docket No. T-i@jlB-99-105 

TAX TRUE-UP ADJUSTMENTS 

1 

3 
I 

3 

4 

5 

6 

7 

8 

9 

A 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

Q. 

A. 

What is the purpose of ACC Staff Adjustments C-25 and C-26? 

During the 1999 test year, USWC recorded certain journal entries that had the effect of 

correcting or truing-up certain accruals for property and other taxes (excluding income taxes) 

originally booked in calendar yeais 1994 through 1997. In addition, the Company also 

recorded true-up entries in January and February 2000 that related to calendar year 1999. ACC 

Staff Adjustment C-25 recognizes the test year effect of reversing the prior period entries and 

including the post-test year true-up entries for these other tax accounts. 

ACC Staff Adjustment C-26 is similar to ACC SMAdjustment C-25, but relaes to income 

tax expense rather than other tax expense items. During the 1999 test year, USWC recorded 

certain journal entries that had the effect of correcting or truing-up certain income tax accruals 

originally booked during calendar years 1994 and 1998. This Staff adjustmenr reco,snizes the 

test year effect of reversing these true-up accounting entries related to prior m o d s .  

Other Tax Accruals 

Q. 
A. 

How did you determine that this adjustment was necessary? 

Data Request No. UTI 43-20 sought the identification any adjustments that would be necessary 

to correct or normalize test year operating results, including the elimination of out-of-period 

and/or abnormal transactions, in a manner consistent with USWC’s on-gimd filing. The 

Company’s response identified and quantified an adjustment in other tax expense through 

Attachment E. However, in response to Data Request No. UTI 59-16, the Company supplied 

a revised quantification that further corrected Attachment E. ACC Staff A d j m e n t  C-25 is 

based on the response to Data Request No. UTI 59-16. 

UTILITECH, INC. Page 101 



Direct Testimony of Sm-en C. Carver 
Docket No. T- 1 05 1 B-99- 1 05 

1 

- 3 
3 

4 

5 

6 

7 

8 

9 

10 

11 

? 

L j  

14 

15 

16 

17 

18 

”1 9 

20 

21 

22 

23 

Q. Is ttUs adjusted necessary, regardless of the Commission’s adoption of the Company‘s EOP or 

Staff‘s annualization adjustments? 

Yes. Both the Company and Staff have proposed adjustments to annualizt property tax 

expense (see USWC Adjustment P-01 and ACC Staff Adjustment C-24). So. in theory, the 

property tax portion of this adjustment could be avoided if the Commission adopted the 

Company‘s annualization without StafT‘s correction. However, ACC Staff A4djustment C-24 

was assembled in a manner which corrects the Company’s annualization of property tax 

expense and also considers the effect of the correction to property tax expense included within 

ACC StaffAdjustment C-25. So, in Staff’s presentation, the property tax component ofACC 

Staff Adjustment C-25 is both necessary and appropriate. 

A. 

With regard to the “other” tax corrections, the Company’s response to Data Request No. UTI 

59-17 confinns the Company’s agreement that the remaining out-of-period adjustments are 

necessary, as USWC’s Adjustment P-01 does not annualize Accounts 7240.2 *&rough 7240.9. 

The calculations set forth on ACC Staff Adjustment C-25 provide further information 

concerning these tax accounts. 

Income Tax Accruais 

Q. 
A. 

Q- 
A. 

What tax accruals are the subject of ACC Staff Adjustment C-26? 

In November and June of 1999, the subject journal entries adjusted, or correcxed, federal and 

state/ local income tax expense associated with periods prior to the test year. 

How did you determine that this adjustment was necessary? 

As indicated previously, Data Request No. UTI 43-20 requested the Company to identify the 

various adjustments that would be necessary to correct or normalize test year operating results, 

including the elimination of out-of-period andlor abnormal transactions, in a mmner consistent 
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with USWC‘s original filing. The Company‘s response provided an Attachment H, which 

documented and quantified this adjustment. 

Is this adjustment necessary? regardless of the Commission’s adoption of the Company’s EOP 

annualizat i on adjustments? 

Yes. The Company Adjustment P-01 does not adjust recorded income tax expense in a manner 

that would result in the elimination of these out-of-period transactions. Consequently, this 

adjustment should be recognized for ratemakmg purposes irrespective of the test year 

anndization approach adopted by the Commission. 

Does the Company concur with that assessment? 

Yes. USWC has expressed its concurrence in the response to Data Request S o .  UTI 59-12. 
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IMAGE ADVERTISING, OLYMPIC/SPORTS SPONSORSHIP 

1 Q. 

2 A. 

3 

4 

Please briefly explain the nature of ACC Staff Adjustment C-27. 

ACC Staff Adjustment C-27 excludes test year expenses related to non-product related 

corporate image advertising as well as the test year cost of USWC’s sports sponsorships (i.e., 

the Olympic Games, Diamondbacks and Phoenix Suns) from the determination of overall 

5 revenue requirement. 

r 6 Q. Codd you describe image advertising? 

7 A. Image advertising refers to forms of non-product related advertising activiries intended to 

stimulate goodwill, build name recognition or create a favorable public image of USWC and 

its family of products and services. Examples of image or non-product advenising would 

E 8  

= 9  
- _ *  2 include sponsoring: 

11 
12 brochures, banners, etc.; 
13 

- 14 the Company’s name or logotype; or 
’ 15 

an event when the Company’s name or logotype is prominently displayed in programs, 

the publication cost of pamphlets, brochures, or other literature that prominently displays 

television or radio programs or generic advertisements that identify USWC as a sponsor. 

16 

17 

18 

19 Q. 

- 20 A. 

21 

USWC’s “Life‘s Better Here” brand campaign is a specific example of non-product advertising 

designed to build brand awareness and corporate recognition. Olympic and other sports 

sponsorships also serve to improve the public’s awareness of U S WEST. 

How does USWC account for the costs that you propose to disallow? 

USWC generally records the cost of these types of image building efforts in Account 6722, 

External Relations Expense. However, a very small portion of the test year cost of Olympic 

sponsorship has been recorded in Account 6535 (Engineering Expense), Account 661 1 

(Product Management Expense) and Account 66 12 (Sales Expense). 
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What is the mount of the proposed disallowance of image building costs? 

Including both image advertising and sports sponsorships, the Staffs -4rizona intrastate 

adjustment would decrease operating expense by about - [See UST4-C responses 

to Data Request Nos. UTI 64-22, UTI 65-8 and RUCO 28-14.] 

Has the Commission previously disallowed image advertising costs? 

Yes. At page 25 of his direct testimony, Company witness Redding reco,onies that the 

Commission has disallowed image advertising in the past, but offers the following explanation 

for not proposing a similar disallowance: 

In a competitive environment a company’s “brand” is an important se-gment of its 
competitive success. Because of these changed conditions I am not removing image 
advertising from the calcdation of the revenue requirement. 
[Redding Direct, p.251 

During the 1999 test year, the focus of the Company’s “brand” promotion concerned the image 

of U S WEST. However, with the consummation of the recent merger, Qwest is the surviving 

entity, not U S WEST. 

?e 

Was the U S WEST “brand” an important ingredient to the merger with Qwest? 

Apparently so. The Company specifically discusses the value -of the U S WEST brand to 

Qwest in response to Data Request No. UTI 62-7: 

The U S WEST brand is one of the foundations on which the merger with Qwest was 
predicated. It is a valuable name with a valuable heritage. The merger with Qwest 
builds on that for the fiJture. 
Data Request No. UTI 62-71 

In the context of the merger, the Company’s response to Data Request No. LTI 62-6 seems to 

convey a somewhat different impression upon consummation of the merger: 
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Q. 

A. 

Q. 

A. 

The Company’s brand and identity strategy is a corporate-wide effort that is not unique 
to a particular segment of the business. Effective with the merger with Qwest, it 
focuses on the transition from the U S WEST brand to that of Qwest ovsr a 90 day 
period. This includes changing building and vehde signage, logos on cusromer bills 
and stationary, sponsorships, and similar activities. It focuses on the evolution of the 
company from a voice and data to an integrated voice: data and intemet:’broadband 
service provider. Documents in the company’s possession associated with the 
underlying strategic decisions are highly proprietary, highly confidential and 
commercially sensitive. As such, they are not provided herewith. 
[Data Request No. UTI 62-61 

For a valuable “brand” that was one of the foundations on which the merger vas predicated, 

Qwest seems intent to quickly and expeditiously cleanse the U S WEST name and logo from 

the surviving corporation’s image - an image that U S WEST has spent millions of dollars to 

build and maintain. 

Why should the costs of such institutionaUgoodwil1 advertising be excluded from the 

determination of the Company’s regulated rates? 

In my opinion, the cost of this type of advertising should be excluded from the ratemaking 

process because ratepayers do not receive any direct tangible benefit from such advertising. 

Why might USWC decide to incur potentially unrecoverable image building costs: particularly 

in light of past regulatory decisions disallouing such costs? 

U S WEST, now Qwest, is a diversified company serving fourteen western states and seeking 

growth into new markets. Because of the visibility of the Company’s re-dated telephone 

operations, it is possible for the Company to leverage its brand name and business reputation 

to benefit the entry into new markets or the introduction of new services. Image advertising 

and branding campaigns provide a controllabIe opportunity to get the corporate name, business 

reputation and logotype before the public and favorably position the Company for new 

opportunities. It is difficult to quantify any tangible benefits that consumers ofthe Company’s 
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1 

2 

regulated senices might receive. After all. the money spent on image advertising during 1999 

was for U S IIEST, not Qwest. 

3 Q- 
. 4 A. 

5 

6 

‘ 7  
8 
9 

10 
11 
12 

/ 

14 
- 15 

16 
17 
18 
19 
20 

21 
. 22 

23 
24 
25 

26 
27 

Has the Company allocated the cost of its image advertising to its unregulated &?liates? 

No. Several discovery requests have been submitted in order to evaluate Lvherhsr and to what 

extent USWC‘s affiliates may have helped fund the costs of the U S WEST image advertising 

campaigns. The fol!owing excerpts address this subject: 

USWC does not assign or allocate the expenses incurred for brand advertising to 
any regulated products or business units. Some portion of the brand advemsing 
expenses are assigned to Part 64 deregulated products. The brand adveriising 
expenses are budgeted and funded on a corporate level. USWC’s brand advertising 
expenses are not billed to any other affiliates. 
p a t a  Request No. UTI 7- 151 

USWC does not allocate or assign its non-product advertising costs to other 
companies. Each Company does their own non-product advertising. 
[Data Request No. UTI 1 5- 151 

Each of U S WEST’S affiliates, e.g., U S WEST Advanced PCS and U S BZST 
DEX, do their own product line awareness, or brand advertising. This advertising 
includes the “U S WEST” name; therefore, it would be improper to allocate part 
of the U S WEST only brand advertising to these affiliates. 
[Data Request No. UTI 26-61 

U S WEST DEX does not separately identify product vs. non-product specific 
advertising expense. 

U S WEST Wireless does some awareness campaigns, which would be considered 
brand-type advertising. There expenses are not tracked separately from their product 
advertising expenses. 

None of the other US W affiIiates perform any non product specific advertising. 
[Data Reqvest No. UTI 1 9- 1 01 
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Although U S WEST DEX and U S WEST Wireless may do some undisclosed level of brand- 

type advertising, it is possible that the Company’s unregulated affiliates derive indirect benefits 

from US WC’s past image advertising efforts without helping to fund the cog thereof. 

The response to Data Request No. UTI 7- 15 indicated that a portion of the brand advertising 

expenses incurred by USWC are assigned to Part 64 deregulated products. Does ACC Staff 

Adjustment C-27 have the effect of elimimting the portion of image advertising costs 

attributed to the FCC Deregulated Services? 

No. Staff Adjustment No, C-27 only reverses the image advertising and Olympic sponsorship 

costs associated with US WC’s regulated Arizona intrastate operations. In a separate testimony 

section, I discuss the Staffs recommended treatment of FCC Deregulated Sewices which 

would incorporate these brand related costs. 

Has USWC contended that its customers receive benefits from image or brand advertising? 

Yes. Mr. Redding also states: 

To the extent U S WEST is successful in promoting its brand and loyalty to that brand, 
it means lower losses to competition. To the extent the Company can retain customers, 
the less likely it is to suffer revenue shortfalls and have to come to this Commission for 
additional revenues. Image advertising is done by all of the Company’s competitors 
and is a normal part of advertising in a competitive environment. 
[Redding Direct, p.251 

It is possible, but not proven, that USWC’s more competitive services could indirectly benefit 

from image advertising. However, USWC has not demonstrated that promoting its imagery 

in a favorable light will influence growth in business or residence access lines or customer 

decisions to purchase other discretionary services such as call waiting. T i l d e  individual 

customers might be receptive to and express awareness of the Company’s branding efforts, t h ~ s  
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1 

2 

type of image building is not cost free and does not directly support the development of new 

products or promote the sale of specific existing products. 

3 Q. 
4 Staff proposes to disallow? 

5 A. 

6 

7 

8 following graph: 

9 CONFIDENTIAL GRAPH 

Has US WC incurred product-specific advertising costs in addition to the image advertising that 

Yes. USWC has incurred substantial product-specific advertising costs, which have been fully 

reflected in Staffs revenue requirement proposal. Over the past several years, the Company 

significantly increased its expenditures on regulated product advertising, as illustrated by the 

10 

11 

. 12 

13 

Clearly, the Company’s test year expenditures for product-related advertising are significant 

and have increased dramatically over the past several years. The following table further 

demonstrates the substantial product advertising amounts US WC has expended historically and 

the uncontested amounts recorded during the 1999 test year: 
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uswc-Az 
Product Advertising Expense 

Regulated Operations 

Year Amount 

1996 - 
1997 I 
1998 - 
1999 II, 

Confidential UTI 11-16 & 60-4. 

On a total State basis, the test year advertising expense recorded in A c c o m ~  66 13, Product 

Advertising, is approximately - on regulated products, which the Staff has not 

proposed to reduce or disallow. 

Q. 

A. 

How does the Company’s test year expenditures on image advertising compare to prior years? 

According to the response to Data Request No. UTI 19-8, USWC did nor have a brand 

advertising campaign prior to 1997. As indicated by the following graph, the Company has 

also substantially increased its expenditures on non-product image advertising since 1997. 

CONFIDENTIAL GRAPH 

t 
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In my opinion, the S W s  proposal to allow the significantly higher t e s  year product 

advertising costs and disallow the image advertising costs reasonably balances -&e Company‘s 

need to market its products and get its name before the consuming public, wi&out requiring 

ratepayers to fund unsupported levels of image advertising. It should be noted that this graph 

specifically applies to image advertising costs and does not include expenses iacurred by the 

Company for the Olympic Games or other sports sponsorships. 

Q. Should the Commission adopt your recommendation to disallow the image and brand 

advertising costs, is it possible that the Company might still be able to indirectlv recover those 

costs? 

Yes. In his direct testimony, Staff witness Brosch discusses the continued gronTh in revenues A. 

and margins realized by USWC in the State of Arizona. Under traditional regularion as well 

as some forms of alternative regulation, the Company retains all margin growth realized 

between rate case test years due to what is commonly identified as regulatory lag. So, to the 

extent that the Company’s product advertising is successful in helping grow mar-$ns between 

rate cases, those additional margins will be retained by USWC and mitigate the disallowance 

of image advertising costs. 

Q. Why do you believe that the cost of OIympic sponsorship represents a form of image 

advertising? 

U S WEST (now Qwest) will present itself to the global community and enhance its public 

image through linkage with the Olympic games, much like non-product image advertising. 

Research results indicate that Olympic sponsorship .bestows benefits i m p o r a t  to sponsor 

companies. According to the forward to the “Olympic Market Research . W y s i s  Report” 

supplied in response to Data Request No. UTI 26-10, “lplublic opinion of suzh companies is 

positive and sponsors derive highly prized image values and other commercial benefits.” 

A. 
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The followin,o excerpts from this same report further discuss the relationship betu-een Olympic 

sponsorship and public opinion: 

Sponsorship of the Olympic Games raises the public’s opinion of the sponsoring 
company 
Sponsorship of the Olympic Games has always been seen very favourably. and has not 
declined over the years - on average, around 30% of respondents feel more favourable 
towards a company because they are an Olympic sponsor. This means that Olympic 
sponsorship actually creates a positive impact for the companies involved among one- 
third of the population and offers quite a competitive point-of-difference. 

... 
Not only does Olympic sponsorship increase favourability towards the sponsoring 
company, but it also raises the public’s opinion of that company. Almost one third of 
respondents in the 1996 nine country study said that their opinion of the sponsoring 
company was raised as a result of their Olympic sponsorship. Among spectators 
interviewed at the Atlanta Summer Games, this factor was even higher - 45% of 
spectators said that their opinion of the sponsoring companies was raised because they 
were associated with the Olympic Games. 

Public Opinion of Olympic Sponsor Companies is positive 
Olympic sponsorship bestows many positive attributes on the companies involved. 
They are perceived as being highly reputable (57% of respondents from the 1996 nine 
country study agreed) and leaders within their industries (59% agreement, 1996 nine 
country study). Olympic sponsor companies are also seen as being dedicated to 
excellence (53% agreement) and offering the highest quality products (46%). More 
importantly, this imagery has remained fairly consistent over the last eight years. 

... 
Almost eight in ten of the general public interviewed in the nine country study (1 996) 
understood that the use of the Olympic Rings on product packaging or in advertising 
indicated that the company had paid money for the right to do so, and there is evidence 
to suggest that awareness among the general puMc of payment for acquisirion of rights 
has been high for the last five years. 

... 
However, there is less agreement as to whether the rights acquisition has impacted on 
product price. Less than half of the general public agreed that the price was impacted 
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by Olympic sponsorship, and again, this finding has been fairly stable o v a  a five year 
period, or has in fact, declined. 
Data Request No. UTI 26-10] 

I do not question that Olympic sponsorship will enhance the public image o i the  Company. 

In my opinion: the issue instead focuses on whether regulated ratepayers should be required 

to fund the cost of sponsoring the Sydney Olympic Games. While the general public may be 

uncertain as to whether the cost of Oiympic sponsorship serves to increase the price of a 

sponsor’s products, there is no question that the Company seeks explicit ratemaking recovery 

of the Arizona allocated share of its sponsorship costs through the rates to be charged regulated 

customers - even though any favorable image enhancement may serve to benefit Qwest in 

unregulated markets. 

What quantifiable ratepayer “benefits” are expected to result from the use of the Olympic 

Rings in U S WEST advertising campaigns, which would not have occurred in the absence of 

such sponsorship? 

This very question was posed to the Company through Data Request No. L T  4-1 5(a). The 

Company’s response to this question is reproduced below: 

The benefit ratepayers receive from U S WEST’S Olympic sponsorship is a more 
competitive and financially healthy U S WEST. Market research supports that 
customers want to do business with Olympic sponsors and view these companies as 
leaders in their industries which offer high quality products and smilces. The 
Company‘s sponsorship was entered into for competitive purposes and for customer 
loyalty purposes. 
[Data Request No. UTI 4-1 51 

USWC did not provide any quantification of the economics of engaging in this form of image 

enhancement. 
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Q- 

A. 

Q. 
A. 

In contrast, the Company does undertake marketing effectiveness analyses to evaluate the 

relative benefits of specific consumer product marketing campaigns. [See VS1T-C.s response 

to UTI 11-21 and UTI 17-15.] Those analyses evaluate the economics of indhidual product 

campaigns by comparing incremental revenues with the related marketing costs. As indicated 

in the response to Data Request No. UTI 17-14, the marketing effectiveness analyses 

encompass product promotion costs, but do not consider “non-product brand marketing costs.” 

You previously indicated that the Company was undertaking a variety of steps to replace the 

U S WEST name and logo with that of Qwest. Do these steps include a change in Olympic 

sponsorship so as to further remove U S WEST from public view? 

Yes. According to the response to Data Request No. UTI 66-3, Qwest will not change the 

terms of the Olympic sponsorship agreement, but will change the name promonon to “Qwest” 

- in order to ”be in the marketplace with one single brand.“ 

In your opinion, do other sports sponsorships represent a form of image advertising? 

Yes. I believe that sports sponsorships should generally be considered a fonn of image 

advertising, comparable to the Olympic sponsorship costs. The level of costs incurred by the 

Company for sports sponsorships has also increased dramatically in recent years. On an  

Arizona intrastate basis, the confidential response to Data Request No. RUCO 2-24 indicated 

that US WC incurred - for the sponsorship of the Diamondbacks and Phoenix Suns 

during the test year encompassed by the Company’s original filing the melve  month 

period ended June 1998). In comparison, the Company’s update to calendar 1999 contains 

of intrastate sponsorship expense (confidential response to Data Request No. UTI 

65-8). Usingthe Company’s December 1999 times 12 annualizationmethodologt USWC has 

only sought to recover- (per UTI 65-8). i4CC Staff Adjustment C-27 recommends 

the elimination of all sports sponsorship costs recorded during the test year. 
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Q. Do you believe that the Company should not engage in sports sponsorship acthities such as 

the Olympic Games, the Diamondbacks and the Phoenix Suns? 

It is not my position that the Company should terminate this type of sponsorship activity. 

Instead, I believe that ratepayers should not be required to fund such activities. particularly in 

the absence of demonstrable ratepayer benefits. To the extent that ratepayers are not required 

to fund these activities as involuntary contributors, the Company should be allowed to engage 

in such sponsorships of its own choosing. 

A. 
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FAS87 PENSION ASSET 

1 Q. 
2 A. 

3 

4 

What is the purpose of ACC Staff Adjustment B-3? 

Staff Adjustment No. B-3 represents the elimination of the Company's proposal to include a 

pension asset in rate base. Referring to US WC Adjustment P-04, the Company has proposed 

to include a pension asset of $66,22 1,000 in rate base for intrastate ratemaking purposes. 

5 Q. 

6 

7 A. 

8 

. 9  

If USWC has proposed to include a $66.2 million pension asset in rate base. why does Staff 

Adjustment No. B-3 remove only $42.3 million from rate base? 

The amount shown on US WC Adjustment P-04 as the Company rate base allowance does not 

reco,snize, or is shown gross of, the related deferred income tax reserves. U M e  the deferred 

income tax reserves are not included within, or netted against, the Company's specific pension 

3 

1 1  

12 

13 

asset rate base adjustment, these amounts were nevertheless reflected in the quantification of 

rate base through the deferred income tax reserves employed as a rate base offset. If the 

Company's proforma pension asset adjustment is to be excluded from rate bzse, I believe that 

the companion deferred income tax reserves should be similarly reversed. 

14 

15 

16 

17 

18 

19 

21 

Pension Cost Accounting 

Q. Could you please describe the events or circumstances which gave rise to the recording of a 

pension asset? 

Yes. In December 1985, the Financial Accounting Standards Board (FASB) issued FAS87 

concerning employers' accounting for pension costs. Although issued in 1985, FAS87 was first 

effective for fiscal years beginning after December 15,1986, which the Company adopted for 

financial accounting purposes effective January 1, 1987. 

A. 

Prior to FAS87, the amount of pension costs distributed to expense and capital accounts was 

equal to the level of contributions actually made to the pension fund. It w:2s only after the 
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adoption of F-AS87 that pension costs expensedcapitalized and pension coniributions began 

to diverge. 

Q. Since the adoption of FAS87, has the company continued to record positive pension expense 

in its a c c o u n ~ g  records? 

No. Beginning with the adoption of FAS87 in 1987, the Company began recording negative 

pension costs (a pension credit) instead of positive pension costs. It is several years’ 

accumulation of this pension “credit” which has resulted in the pension asset the Company 

now seeks to include in rate base. 

A. 

Q. 

A. 

How have negative pension costs resulted in a pension asset? 

Pension costs are normally thought of as being positive (or an added cost) in determining a 

company’s total cost of providing service. However, as implied by the reference, negative 

pension costs are actually recorded as a credit or a decrease to the appropriate expense and 

capital accounts, thereby resulting in a corresponding debit (or increase) to ths pension asset 

account. 

On a total Stare basis, the following table summarizes the annual pension credits to expense 

and capital accounts recorded by USWC since the adoption of FAS87: 
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Total Arizona - Net Pension Credits 
(000’s) 

Oualified Pension Credit 

NonQualified %et Pension 
Year Expense Capital Total Expense Credits 

1987 = I = 
I988 II I = 
1989 L I = 
1990 = II 1 
1991 I I = 
1992 - = 
1993 m 111 II 
1994 IC I I I 
1995 I I m I 
1996 111 111 I m 
1997 111 m rl I - m  
1998 - = I - 
1999 ==I I D 
Total ($101,004) ($12,525) ($1 13,529) $9,152 (S104,377) 

Sources: US WC confidential responses to UTI 20-5 and UTI 46- 13 S 1. 

1 Q. 
2 

3 A. 

4 

5 

Why do the net pension credits shown in the above table not tie to the $66.2 million pension 

asset that the Company has proposed to include in rate? 

The above table reflects annual pension credits on a total Arizona basis, including the cost of 

the Company’s non-qualified retirement plan. One major difference between the amounts 

included in this table (Total State) and the amount the Company has proposed 10 include in rate 
I 
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1 

2 

3 

4 

5 

base (Intrastate) is the jurisdictional separation process which apportions ths pension costs 

between the interstate and intrastate jurisdictions. In addition, the response to Data Request 

No. UTI 54-1 indicates that, at least for 1999, the capitalized pension credit represents an 

estimate based on the percentage of payroll costs capitalized. In any event, I have not 

attempted to reconcile these amounts with the Company’s rate base recommendation. 

6 Staff Amroach 

7 Q. Could you briefly outline the rate base concept? 

: 8 A. Yes. Rate base is commonly viewed as being comprised of net utility asset investments used 

: 9  

10 

11 

to provide service to ratepayers, which have not yet been recovered from ratepayers. When 

utility investors provide the necessary funds to support these company investments, those 

amounts are generally included in rate base to allow the investors an opportunity to earn a 

return on invested capital. Similarly, funds advanced, reimbursed, or otherwise paid for by 

ratepayers are properly excluded from rate base. 
- w  

14 With respect to the pension asset, the initial direct testimony of Company witness Redding 

: 15 

16 

@age 15) represents that its investors have effectively “contributed the cash“ associated with 

the reduction in revenue requirements resulting from the inclusion of the pension credit in the 

17 ratemaking process - thereby justifying the inclusion of the pension asset in rate base. 

~ 18 Q. In your opinion has the existence of a pension credit resulted in a substantial decrease to the 

19 

20 A. 

21 

22 

(1 23 

cost of service in each year since 1987? 

No. For that to be the case, negative pension costs would need to have been included in the 

cost of service or somehow separately flowed through to customers “as recorded” each year 

since the adoption of FAS87. In my opinion, the Company needs to demonstrate that 

cumulative pension credits of at least $66.2 million (intrastate), from 1987 through the 1999 

I ’4 test year, have been flowed through to its ratepayers to support its pension asset request. 

I 
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1 Q. 

2 

3 A. 

4 

5 

6 

7 

8 

9 

Do you believe that ratepayers have received the benefit of these pension L l e c i i ~  merely as a 

result of the Company recording the negative pension costs? 

No. To the extent that the Company’s rate base treatment is premised on rhe -as recorded“ 

benefit concept, I disagree with that premise for several interrelated reasons. First, I do not 

believe that it is possible to accurately quantify the accumulated net pension recoveries fiom 

or benefits provided to ratepayers. In order to prepare such a calculation. I believe that it 

would be necessary to reconcile the amount of actual pension costs recovered fiom ratepayers 

with the amounts actually contributed to the pension fund since the establishment of the 

pension plan. Such a quantification would be significantly complicated b:- the fact that the 

10 

11 

12 

level of pension costs charged to expense over the years does not necessa&- equate to the 

amount of pension costs recovered fiom ratepayers (i.e., included in cost of service) or 

contributed to the pension plan. 

,j 

14 

15 

16 

17 

1s 

19 

’ 20 

21 

22 

23 

Second, the Company’s pension plan and pension accounting have existed for decades. By 

focusing on the accounting entries underlying the “pension credits the Company recorded in 

the late 80’s and early 90’s” that result in the pension asset balance, the Company has excluded 

fiom consideration a substantial portion of the history which underlies d e  pcnsion fund, 

pension accounting and cost of service. Assuming that net recoveries from ratepayers can be 

accurately quantified, the Company appears to have inappropriately relied on its balance sheet 

accounting records for purposes of determining the amount that is includable in rate base. 

From a cost of service perspective, data provided by the Company for the period 1987 through 

1999 does not appear to support the position that ratepayers have substantially benefitted from 

the pension credits, at the expense of the Company’s investors, fiom 2 COS of service 

perspective. 

24 

35 

Third, USWC has sought to include the entire pension asset balance in rate bast even though 

the Company has not demonstrated that 100% of these benefits have been a c c l l y  flowed 
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1 

2 

3 

4 unnecessarily benefitting Company investors. 

through to its ratepayers. Unless the Company can somehow demonstrate that the negative 

pension costs have unquestionably been flowed through to its customers, USn’C‘s rate base 

proposal would charge ratepayers with a return on funds they never received -- thereby, 

5 Q. 

6 

7 A. 

8 

Why did you conclude that the Company inappropriately relied on its accounting records for 

purposes of determining the rate base allowance for pension credits? 

In my opinion, the ratemaking treatment of pension credits, or negative pension costs, did not 

commence in 1987 with the adoption of the FAS87 and is not fully reflected in the Company’s 

9 

- 10 

accounting records. In many situations, it may be possible to clearly point to an occurrence or 

event and establish whether ratepayers or investors have paid for or benefitted fiom a particular 

.- 11 

? 

-3 

14 

15 

16 

17 

18 

. 19 

20 

transaction. However, in this case, it is my opinion that the overall evidence does not support 

the Company’s contention that investors have “contributed the cash required to fund this 

reduction in revenue requirements generated by the pension credits” in the amount of the $66.2 

million (intrastate) included in rate base. 

For ratepayers to have benefitted from the recording of negative pension costs, it is my opinion 

that the Compny would have to allege that costs are recovered from ratepayers as recorded 

or that the ;atepayers have benefitted through reduced revenue requirements to the detriment 

of its investors. I do not accept, nor do I believe that the Company can sustain either 

representation. The question of cost recovery with regard to negative pension expense has a 

substantial historical context which, if ignored, could lead to inappropriate conclusions. 

Q. Please explain. 

A. Prior to FAS87, the amount of pension costs charged to expense/capital accounts and 

contributed to the pension fund were equal. Subsequent to FAS87, the Company has recorded 

negative pension costs and made no further contributions to its pension fund In order to 
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establish whether ratepayers have inappropriately benefitted to the investors detriment, neither 

the act of recording costs nor making contributions necessarily establish the pension cost 

amount that ratepayers have “invested“ in or “benefitted” from through the cost of service. 

Pension funding is basically determined from a comparison of pension plan assets with the 

expected pension liability. The pension plan assets are comprised of prior contributions to the 

fund plus the actual returns received on the plan assets. Once the plan assets exceed the 

expected liability and meet certain provisions of the Internal Revenue Code, the plan is 

considered overfunded and no further tax deductible contributions can be made. However, the 

plan assets have accumulated over a long period of time, not just the last few years. 

Since the adoption ofFAS87, the Company has recorded negative pension costs for all plan 

years, but one: primarily due to the pension fund’s favorable investment experience. The 

annual returns on pension plan assets have ranged fiom about 13% to over 23% in nine (9) of 

the thirteen (13) years since the adoption of FAS87 [VSWC responses to Data Request Nos. 

UTI 20-7 and UTI 47-51. It is these “stellar” retums that have primarily contributed to the 

negative pension expense being recorded by the Company, in accordance with FAS87, since 

1987. 

In order to establish that ratepayers have benefitted to the investors’ detrimenq it is my opinion 

that the Company would need to clearly demonstrate that the amount of pension credits flowed 

through to US WC’s Arizona intrastate customers equal or exceed the cumulative pension asset 

the Company has proposed to include in rate base. However, I do not believe that such a 

situation can be demonstrated with regard to this issue. 

Q. How does this position differ fiom the Company’s presentation on this issue? 
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8 

9 

10 

11 

,L 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

A. 

Q. 

A. 

Q. 

A. 

Although the Company's allegation of ratepayer benefits will be discussed later in more detail, 

there are two major differences. First, USWC's filed evidence does not address or evaluate 

the value of pension credit benefits that customers are alleged to have received. Second: it 

appears that the Company has effectively assumed that the recording of negative pension costs 

equates to ratepayer benefits. While this theory has some limited application in situations 

where alternative forms of regulation are based on a sharing of earnings above predetermined 

thresholds, I do not believe that this process would apply to the Company's Arizona operations. 

In your opinion, has the Company taken the position with regard to these pension credits that 

ratepayers have benefitted at the expense of its investors? 

Yes. However, I do not believe that ratepayers have thus far received substantial benefits that 

would justify the inclusion of a significant pension asset in rate base. 

Since the Company's adoption of FAS87 in 1987, how does the amount of pension costs 

included in cost of service compare to the pension credits recorded by the Company? 

While the Company seems to argue that costs or benefits are recovered from or provided to 

ratepayers when the expense is booked in order to support including the pension asset in rate 

base, the amount of pension costs actually recorded by the Company varies si-pificantly from 

year to year, as previously shown. Although I do not believe that it is possible to accurately 

quantify the accumulated net pension recoveries from or benefits provided to mepayers, I have 

prepared a series of calculations which attempt to estimate the level of pensioo credit benefits 

ratepayers might have received since the adoption of FAS87. 

Relying on USWC responses to StaffWTI discovery in Docket E-1051-93-1 83 (Staff Data 

Request Nos. 191,386-388) and Data Request No. UTI 20-5 in the pending proceeding, the 

following table was assembled to show the amount of pension credits allegedly flowed through 
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to ratepayers in each proceeding immediately preceding or following USIVC's adoption of 

FAS87. 

Arizona Intrastate - Net Pension Expense 
(000's) 

Ratemaking 
ACC Docket Order Date Pension Expense 

84- 100 1/10/86 $12,200 

88-146 3/01/89 (a) (600) 

9 1-004 7/15/91 (a) (9,900) 

93-183 1 /03/95 (9,000) 

Sources: USWC response to UTI 20-5. 
Note (a): Resolved by negotiated settlement. 

On its face, this table would seem to indicate that the rates in effect since early 1989 have 

resulted in pension credits being flowed through to ratepayers. However, after further review 

and analysis, 1 do not believe that this information demonstrates that ratepayers h v e  materially 

benefitted from the pension credits. 

Q. Please explain. 

A. Appendix SCC-1 represents an analysis of the amount of pension expense explicitly included 

in the Company's rates, starting with the rate case immediately preceding the adoption of 

FAS87. Recognizing that two of the rate cases before this Commission in the late 1980's - 
early 1990's (i.e., E- 105 1-88-1 46 and E-1 05 1-91 -004) were resolved by negotiated settlement, 

I have estimated that ratepayers may reasonably be assumed to have provided USWC with 

cumulative positive pension expense up to $64.8 million, as compared to the oegative $66.2 

million of pension credits that the Company proposes to include in rate base as a pension asset. 
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How does Appendix SCC-1 quantify the amount of pension cost included in the cost of service 

resulting fiom Dockets E- 105 1-88- 146 and E- 105 1-9 1 -004? 

Because these two Dockets were stipulated settlements, Appendix SCC-1 assumes that the 

amount of pension cost included in the preceding litigated rate case continued in full force and 

effect. 

Why was the analysis presented by Appendix SCC-1 start in 1986? 

Calendar year 1987 represents the year in which USWC adopted FAS87. The rate order 

immediately preceding the adoption of FAS87 was implemented by order dated January 10, 

1986. [Decision No. 54843, dated December 3 1 , 1995, Docket No. E- 105 1-84- 100.1 By 

starting the analysis in 1986, it is possible to capture the transition to FAS87 and recognize that 

customer rates did not change immediately upon adoption of this accounting change. 

Consequently, it would be possible to examine how closely the cost of service allowance for 

this item has followed the recorded pension credits (or alleged ratepayer "benefits") the 

Company seeks to include in rate base. 

Since the test year in Docket No. E- 105 1-84- 100 was calendar year 1 984 and thp + next rate case 

was Docket No. E-1051-84-100 with an order issued March 1, 1989 adopting a negotiated 

resolution, any rates in effect during the intervening period (i.e-, calendar year 1986, 1987, 

1988 and through February 1989) would not have reflected any pension credits zssociated with 

FAS87. Consequently, any positive pension costs included in the development of the rates 

effective during this period would tend to offset or mitigate the net amount of pension credits 

included in the cost of service since the FAS87 adoption. 

In describing Appendix SCC-1, you indicated that two of the rate cases (Le.: E-1 05 1-88-146 

and E-1 05 1-9 1-004) were resolved by negotiated settlement. Why do you believe that this is 

important? 
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A. In assessing the amount of pension credits flowed through to ratepayers, it is imperative that 

only those orders which specifically address the various components of cost of service be 

considered. 

Docket No. E- 105 1-88- 146 represented an earnings complaint proceeding that was styled 
as a Commission examination of the Company’s rates and charges. By Decision 56471, 
the Commission rescinded its earlier order finding for an interim rate reduction of $33.4 
million and adopted a negotiated settlement offered by the parties to implement a 
permanent rate reduction. 

In Docket No. E-1051-91-004, the parties again presented the Commission with a 
negotiated settlement agreement, which contained the following provision: 

23. Except as otherwise expressly provided in this Agreement, all 
the provisions of this Agreement have been negotiated for 
Settlement purposes only, and no party to this Agreement has 
approved, accepted, agreed to or otherwise consented to any method 
for determining return on equity or investment, rate base, cost of 
service, or any allocation method or rate design formula underlying 
any of the rates, charges, terms and conditions set forth in this 
Agreement. 
[Settlement Agreement appended to Decision 574621 

Settlement agreements are typically non-specific, by design. The negotiation process entails 

any number of compromises by each participant in the interest of reaching a resolution or 

common ground that each party finds acceptable. Such settlements leave the Commission 

unaware of important details, instead only presenting the final outcome as set forth in the 

agreement. By its very nature, a settlement agreement reflects acompromise that can be valued 

in various ways, not necessarily reflecting the filed positions of any particular party. As a 

result, I am unable to conclude what amount of any pension credits were embedded within the 

test years used in either of these proceedings or whether any credits were partially or fully 

flowed through to benefit ratepayers, to the detriment of the Company’s investors. 
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Q. If the assumption were to be made that it was reasonable to go behind these negotiated 

settlements in order to identify the amount of pension costs included in rates, have you 

attempted to estimate that effect on the calculations set forth in Appendix SCC-l? 

Yes. Appendix SCC-2 attempts that very calculation. If the Commission were to conclude 

that it was proper to step behind the explicit language and basic underpinnings of settlement 

agreements, Appendix SCC-2 would indicate that ratepayers may have participated in 

cumulative negative pension expense of approximately $42 million. If the Commission were 

to endorse this premise, the amount of the net pension asset (net of related deferred income tax 

reserves) included in rate base should not exceed 63% of the amounts set forth on ACC Staff 

Adjustment B-3, supported as follows: 

A. 

Description Ref. Pension Asset 

Cumulative Pension Credits Included In Rates (a) S42,029 

USW-C's Proposed Pension Asset (b) 66,22 1 

Ratepayer Percentage of Pension Credits 63 -47% 

Note (a): Appendix SCC-2. 
Note (b): USWC Adjustment P-04. 

Q. Do you believe that all elements of the cost of service included in past rates should be 

reconciled with current cost levels to determine prospective rate treatment for each item? 

A. No. As a of ratemaking policy, I do not recommend that the Commission rely solely 

on or otherwise reconcile past decisions in establishing cost of service for future periods. 

However, it is my opinion that the consideration of past Commission rate orders are indeed 

relevant in demonstrating the Company's failure to meet its burden to establish that investors 

have some claim to inclusion of the pension asset in rate base. 
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If the fimded status and related earnings of the pension plan were created solely with investor 

funds, I could understand the Company‘s concerns on this issue. On the other hand if 

ratepayers are assumed to have substantially funded the Company’s past pension contributions 

with USWC retaining a material portion of the pension credits, then the inclusion of the 

Company’s “pension asset” in rate base would improperly charge ratepayers a return on funds 

retained by the Company and would result in a windfall to investors. As discussed above, I do 

not believe that the Company has demonstrated that ratepayers have benefited from the 

pension credits to the detriment of investors. For these reasons, the Commission should reject 

the Company’s rate base request. 

ComDanv Position 

Q. What is the basis for the Company’s claim that the pension asset should be included in rate 

base? 

At pages 15-16 of his initial direct testimony filed in this proceeding, Company witness 

Redding briefly discusses USWC’s rationale for including the pension asset in rate base. Mr. 

Redding generally refers to the test year pension credits as a %on-cash” item, which should 

be treated consistently with the pension asset. The following excerpt appears in this portion 

of M. Redding’s testimony, further explaining why the Company has proposed that the 

pension asset be included in rate base: 

A. 

The customer will benefit from the pension credit in the form of reduced revenue 
requirements, similar to the past when they benefited [sic] from pension credits the 
Company recorded in the late 80’s and early 90’s. Pension credits, which are a non- 
cash item, reduce the revenue requirement. However, this reduction is a cash item. 
By this I mean that the revenues collected from customers are lower b e c a m  of the 
inclusion of the pension credit in the development of the revenue requirement. 
Since-the earnings of the pension plan cannot be withdrawn, the Company’s 
investors have to contribute the cash required to fund this reduction in revenue 
requirements generated by the pension credits. The equitable balance between the 
Company’s customers and its investors is to flow through the pension credits to the 
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customers and to allow the accumulated pension asset resulting from the pension 
credits to earn a return as part of the rate base. This reimburses the investors. 
[Redding Direct, pages 15- 161 

As indicated above, it is the Company’s view that the pension asset represents investor 

supplied funds. In essence, the Company has proposed rate base inclusion of the pension asset 

on the basis that ratepayers have benefitted through a lower cost of service because the pension 

credits reduced revenue requirements and because the Company recorded pension credits in 

the late 80’s and 90’s. Accordingly, the Company has proposed that the recorded pension asset 

should be included in rate base as ratepayer compensation for the use of investor funds. 

Do you agree with the Company that its investors have contributed the additional cash required 

to “fund” reduced revenue requirements generated by the pension credits? 

No. Other than providing a general reference to customers benefitting from “reduced revenue 

requirements, similar to the past when they benefited [sic] from pension credits the Company 

recorded in the late 80’s and early ~O’S,’’ Mr. Redding does not provide any definitive or 

comprehensive analysis ofthe amount of pension credits ratepayers are alleged to have actually 

received through the ratemaking process. Instead, I believe that the Company seeks to 

generally and improperly combine its historical accounting for pension costs with presumed 

ratemaking effects in an attempt to convince the Commission that US WC’s customers have 

benefitted to the detriment of its investors. 

Have you made any further inquiries into the details underlying the Company‘s position on this 

issue? 

Yes. Data Request No. UTI 20-4 was submitted specifically to obtain additional information 

regarding the Company’s position on ratepayer benefits. The following passage was provided 

in partial response to this discovery request: 
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Mr. Redding and Mr. Grate subscribe to the generally accepted ratemaking principle 
that rates based on sound cost-of-service ratemaking principles will, nonetheless, likely 
be either inadequate or excessive because revenues actually collected during a rate 
effective period will likely be, respectively, either less than costs actually incurred or 
more than costs actually incurred. If utility rates are inadequate, then the available 
remedy is for the utility to file for a rate increase. Conversely, excessive mility rates 
may require the filing of a complaint-style investigation by the regulatory agency, its 
SM or another party. Ratepayers benefit from the recordation of expense credits 
because they reduce costs actually incurred which, in turn, cause a revenue requirement 
reduction that helps to either obviate the need for a rate increase filing by the utility or 
to support a complaint of excessive rates by a regulator or other party. 
pa t a  Request No. UTI 20-4(a)] 

Based on this theory, the Company then postulates that the potential for rate increase filings 

or complaint reductions effectively serves as the balance to ensure that ratepayers benefit fiom 

costreductions (i-e., pension credits) as they arise. The response to DataRequestNo. UTI 20-4 

further discusses this point, as follows: 

For the reason stated in response to subpart “a,” Mr. Redding and Mi. Grate believe 
that ratepayers receive the benefit of reduced expenses (i.e. pension credits) regardless 
of whether a specific year’s reduced expenses are used to establish cost of service in 
ratemaking proceeding. Specifically, reduced expenses reduce revenue requirement 
and reduced revenue requirement benefits ratepayers. 
[Data Request No. UTI 20-4@)] 

Using this logic, the Company essentially concludes that the pension asset must have been 

funded by its investors - since ratepayers have benefitted fiom negative pension costs, while 

investors were required to absorb the resulting short-fall in earnings. 

Q. 
A. 

Do you agree with this premise? 

I understand the Company’s position, but respectfully disagree. Anticipating the Company’s 

position on this subject, subpart (d) to Data Request No. UTI 20-4 asked whether it would then 

follow that ratepayers immediately incur or fund increases in expense that are recorded by the 
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Company, regardless of the extent to which those amounts are explicitly reco-gnized in the 

ratemaking process. Not too surprisingly, the Company’s response, reproduced below, 

declined to symmetrically apply its theory of ratepayer benefit to also apply to funding costs 

increases: 

No. Ratepayers do not immediately incur or fund increases or decreases in expenses 
(or revenues or ratebase for that matter) because changes in the elements of revenue 
and cost that comprise revenue requirement do not reflect themselves in rate 
immediately. See the response to part “a.“ 

So long as the parties to the ratemaking process are vigilant, however, all changes in 
expenses, revenues and ratebase are recognized in the cost-of-service ratemaking 
process because once known and measurable, they can be included in a measurement 
of revenue requirement. From that measurement, the parties to the ratemaking process 
can determine whether filing a rate case or complaint is justified. 
[Data Request No. UTI 20-4(d)] 

It is true that a common simplifying assumption in the ratemaking process is that costs are 

recovered as expensed. If this premise of cost recovery was globally applied and true without 

exception, utilities would have absolutely no need to obtain regulatory authority to defer or 

seek explicit recovery of any incurred cost, as the act of recording such costs as a current 

period expense would provide the needed recovery. Under such a theory, the Company would 

not have needed to seek Commission authority in prior dockets to defer and amortize one-time 

transition costs (e.g., compensated absences, merit awards, medical & dental costs) or request 

the explicit recovery of costs associated with FASll2 or FAS106. Even the Company’s 

response to Data Request No. UTI 20-4(c) recognizes the limitations of this argument and 

seems to undermine any symmetry to its position. 

Nevertheless, I do not believe that one can simply assume that an ever vi-dant ratemaking 

process will ensure that “all changes in expenses, revenues and ratebase are recognized in the 

cost-of-service ratemaking process.” All parties including the Commission have competing 
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demands for limited resources. As interested as reaplatory commissions are in ensuring that 

regulated rates are no higher or lower than necessary, it has been my experience that regulatory 

agencies are often hesitant to commit the required resources to pursue and process formal 

earnings complaint cases - particularly in the context of the likely discovery challenges 

surrounding a complaint investigation and the obligation to process other filed applications 

within more typically stringent time frames. 

Q. In your opinion, how does this theory of "as recorded" cost recovery relate to the traditional 

ratemaking process? 

Whenever a rate case is filed by a utility, it assumes a risk that the rates filed and ultimately 

approved will either be inadequate or excessive, no matter what test year approach or series 

of adjustments are proposed by the parties. Generally, utility rates are authorized based on a 

known and measurable test year cost of service regardless of the actual level of costs which 

might be incurred during the rate-effective period. If utility rates are inadequate, then the 

A. 

available remedy is to timely file for a rate increase. Conversely, excessive utility rates 

normally require the filing of a complaint-style investigation by the commission staff or a 

consumer group, as utilities are rarely willing to voluntarily initiate base rate reductions. 

It is widely accepted that cost based utility rates, once established by a ratemaking body, are 

deemed to be just and reasonable until such time as a moving party carries its burden of proof 

to establish that said rates are no longer just and reasonable. Costs incurred by the utility are 

often presumed to be covered by existing rates, regardless of whether the cost of service study 

underlying said rates included a specific allowance for that unique cost. Otherwise, the result 

could entail an endless reconciliation process comparing each element of actual costs during 

the rate-effective period with the cost of service details underlying the preceding rate case 

order. However, this presumption does not extend to the actual adjustment of utility rates 
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charged ratepayers between rate cases to track specific cost levels, such as negative pension 

expense or represcription changes. 

It is also generdly recognized that to allow utilities to collect additional funds from ratepayers 

in the future simply because expenses were incurred which had not been specifically provided 

for in the determination of the existing base rates is considered retroactive ratemaking. While 

past expenses are frequently employed in qumtifying or developing the prospective cost of 

service on which overall rates are based, it is improper to establish future rates at levels 

intentionally designed to recover past losses or under-recoveries due to historical imbalances 

in the ma tchg  of rates and actual expenses. 

In spite of the realities of the ratemaking process, the Company has basically relied on an "as 

recorded'' cost recovery theory to support an allegation that the prospective ratemaking process 

should be modified to recognize that past accounting practices have allegedly benefitted 

ratepayers (i-e., negative pension costs) to the detriment of its investors. In my opinion, the 

Company must assume an even greater burden to demonstrate the existence of the alleged 

"investor contribution" than has been presented in this proceeding. 

Q. Do you have any further comments on this issue? 

A. Yes. In Docket No. E-1051-93-183, the Commission was presented with a very simi,ar 

ratemaking issue associated with the pension asset and FAS87 pension credits. The ACC 

adopted the Staff's recommendation in that rate case. The following excerpt appears at page 

5 of the Decision No. 58927: 

We concur with the Company that the overfunded pension assets which were 
contributed Isy shareholders should be included in rate base. It would be unfair to 
permit ratepayers to benefit by reduced expenses resulting from capital invested by 
Company shareholders. However, at the same time it would be equally unfair to 
include the overfunded pension assets in rate base if ratepayers have previously 
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provided those fiuds to the Company. Although the Company has presented evidence 
in an effort to demonstrate that since 1986 the shareholders have provided the monies 
which resulted in the current overfunded pensions asset, Staff‘s analysis has raised 
significant questions as to the accuracy of the Company’s claim. Even if we were 
convinced of the accuracy of the Company’s number for the 1976-1 993 period, we 
would still not be able to conclude that shareholders have advanced excess pension 
amounts from the inception of the pension account. Based on all the above, we find 
the Company has not presented sufficient evidence to clearly demonsttate that its 
shareholders have advanced the excess pension amounts. Accordingly, we must deny 
the Company’s request to include the net amount of overfhding of $36,2 13,000 in rate 
base. 
[Arizona Docket No. E-1 05 1-93-1 83, Decision No. 58927, page 5 J 

In spite of this language, the Company declined to directly address this issue in direct 

testimony. 

Conclusion 

Q. 

A. 

Please summarize your recommendation on this issue. 

I do not believe that the Company has adequately demonstrated that ratepayers have received 

substantial pension credit benefits to support the inclusion of the entire pension asset in rate 

base. Although some pension credits have been returned to ratepayers through a reduction in 

revenue requirements, it is my opinion that the amount of any such benefits are relatively 

limited in comparison to the pension asset balance. For the reasons previously set forth, the 

Commission should deny the Company’s request to include a pension asset in rate base and 

similarly remove the related deferred income tax reserves from rate base. 

Q. 
A. Yes. 

Does this conclude your direct testimony? 
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-Appendix SCC-1 

U S WEST COMMUNICATIONS, INC. 

Analysis of Pension Costs Included in Revenue Requirement 
DOCKET NO. T-105lB-99-105 

Arizona Intrastate (000's) 

Assumed Ratemaking Estimated 
ACC Order Months in Pension Pension Credit 

Year Docket Date Effect Allowance in Rates 

1986 

1987 

1988 

1989 

1990 

1991 

1992 

1993 

1994 

1995 

1996 

1997 

1998 

1999 

84- 100 

84- 100 

84- 100 

84- 100 

84-100 (a) 

84-100 (a) 

84-100 (a) 

84-100 (b) 

84-100 (b) 

84-100 (b) 

84-100 (b) 

93-1 83 

93-1 83 

93- 183 

93-183 

93- 183 

Note (a): 

Note @): 

1/10/86 12 

12 

12 

2 

3/01/89 10 

12 

6.5 

711 5/9 1 5.5 

12 

12 

12 

1/03/95 12 

12 

12 

12 

12 

$12,200 

12,200 

12,200 

12,200 

12,200 

12,200 

12,200 

12,200 

12,200 

12,200 

12,200 

(9,000) 

(9,000) 

(9,000) 

(9,000) 

(9,000) 

$12200 

12300 

12300 

2,033 

10,167 

12200 

6,608 

5,592 

12200 

12200 

12300 

(9,000) 

(9,000) 

(St00O) 

(9,000) 

(9,000) 

$64,800 

The pension costs &om Docket 84- 100 are assumed to 
continue due to the settlement in Docket 88-146. 

The pension costs from Docket 84-1 00 are assumed to 
continue due to the settlement in Docket 91-004. 

-' If negotiated settlements are treated as resolutions without any finding on spec& costs andor 
recoveries, a reasoned assumption would look to the results from the previous most recently litigated 
case to determine the amount of pension expense. 



Appendix SCC-2 
U S WEST COMMUNICATIONS, INC. 

Analysis of Pension Costs Included in Revenue Requirement 
DOCKET NO. T-1051B-99-105 

Arizona Intrastate (000's) 

7 Assumed Ratemaking Estimated 
ACC Order Months in Pension Pension Credit 

Year Docket Date Effect Allowance in Rates 

1986 

1987 

1988 

1989 

: 

1990 

1991 

1992 

1993 

1994 

1995 

1996 

1997 

1998 

1999 

84-100 

84- 1 00 

84- 100 

84-1 00 

88-146 (a) 

88-146 

88-146 

91-004 (a) 

9 1-004 

9 1-004 

91-004 

93-1 83 

93-1 83 

93-183 

93-1 83 

93-183 

Note (a> 

1/10/86 12 

12 

12 

3/01/89 10 

12 

6.5 

7/15/91 5.5 

12 

12 

12 

1/03/95 12 

12 

12 

12 

12 

$12,200 

12,200 

12,200 

2,033 

(500) 

(600) 

(325) 

(433 8) 

(9,900) 

(9,900) 

(9,900) 

(9,000) 

(9,000) 

(9,0007 

(9 , 0 0 0) 

(9,000) 

($42.029) 

Per USWC response to WI 20-5, booked amount assumed as 
pension credit included in both settlements. 

If negotiated settlements are not treated as resolutions without any finding on specific costs and/or 
recoveries, the above tabulation would reflect the net pension expense credits conveyed to ratepayers 
- even though two of the proceedings that involved the introduction of negative pension c m w e r e  

b 
;$ negotiated settlements. 

- 



PREP&4RED SURFJBCTTAL TESTIMONY OF 
STET'E3 C. CARVER 

TABLE OF CONTENTS 

CS WEST COMMUNICATIONS, INC. 
DOCKET NO. T-10513-99-105 

ACC Staff 
Page Accounting 

Issue -4rea Reference Schedules 

Executive Summary  I 3 r. *A 

Test Year Results 5 

EOP Xonlzbor Reversal 11 c-! 0 

SOP 98- 1 ihternai-Use-Software) 17 C-13. B-2 

Post-Tes; \-ear Wage 22 Salary Increases 24 c-14 

Image Advertising. Olympic/Sports Sponsorship 30 L-- / 

FCC Dereg-ulated Services 34 e-1:. c-1s. 13-7 

Incentive Compensation 36 i-*- 

- ?- 

- '7 
FAS87 Pension Assel 49 3-3  



BEFOP? THE 
A N Z O N 4  CORPORATION COMMISSION 

PIIEPrlRED SURREBUTTAL TESTIMOST OF 
STEVEN C. CARVER 

US WEST COMMUIVICATIONS, INC. 
DOCKET NO. T-1051B-99-105 

1 Q. Please s t m  your name and buiness address. 

2 A.  

- Lee’s Sumnit. Missouri 64086. 

k.1~ name is Stel-en C. Carver. M y  business address is 740 North Bhie PZLTI-ZJ-. Suite 204. 

7 

1 Q. 
5 this proceeding? 

6 L4. Yes. 

.4re you the same Steven C.  Carver who filed direct testimony on behalf ofrht -ACC Staff in 

7 Q. 
3 docket? 

9 A. 

Are you aware that S WEST has undergone a name change during ~ h s  psriitncy of this 

Y e s .  As indicated in my direct testimony, U S WEST and Qwest Comm~-Aca<ms (*.Qwest”) 

recently consummated a merger of the two companies. Although Q~x-ts: is :IC surviving 

corporation. the pending docket was filed and has. by and large, been procssed prior to 

completion of the merger. For reference purposes, my surrebuttal testimon:. v.21 continue to 

address the Company as “USWC” or “U S WEST” - rather than Qwes:. 

. .  10 

11 

12 

13 

lit Q. 
15 tl. 

16 
17 

18 

19 

20 

1 

What is the purpose of your surrebuttal testimony? 

ivy surrebugal testimony will address portions of the rebuttal testimonits of TKO Company 

witnesses. In the context of the rebuttal testimony of Mr. George Redding. I s;.C:l address test 

year results; the Company‘s end-of-period (“EOP”) non-labor expense armzkzxion: SOP 98- 

I : post-test year wage &: salary increases: image advertising and Olympic 5 3 3 ~ s  sponsorship 

costs: and c lan6  the Staffs position on FCC Deregulated Services impxz ic r .  Concerning 

Mr. Grate’s reburtal testimony, I will discuss both the incentive compe1--~5cz 2nd pension 

asset issues. 

L‘TILITECH, INC. 1 
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3 

Q. 

'4. 

Q. 
A. 

Q. 

A. 

Has the Company's rebuttal evidence caused you to revise any of the ad-':s:=itnts that are 

addressed iIi  your direct testimony? 

No. Based on my review of the Company's rebuttal filing, I ha1.e 1131 iilzxified any 

modifications that are required to the quantification of the various adjustmenx SE 5 r t h  in my 

direct testimony. Based on recommendations to be addressed in the sur re 'cx2  :=stinion? of 

Mr. William Dunkel. I have reflected a few relatively minor revisions to ~2 ktpreciation 

annualization set forth on ACC Staff Adjustment C-15. This revised schefTLe has been 

attached as Surrebuttal Appendix SCC-5. 

Please describe the differences in the approach to the test year between the Cc?x,i.211~- and Staff. 

In general. the rebuttal testimony of Mr. Redding discusses the basic ::g-Lz:ory theory 

underlying the ratemaking process (page 3) and presents a "test" of th? ?rqcsals of the 

Company. Staff and RUCO "to see if they fulfill the purpose of a properly rcijusrt2 test year" 

(pages 8-9). I disagree with Mr. Redding's conclusion for two reasons: 

1. the purpose of an historic test year is u t  to estimate precise levels o f ~ t  operating 

income or rate base expected to be experienced in future periods. z d  

2. his "test" results offer inconsistent and misleading comparisons. 

Please summarize the stztus of the difference between the Cornpan:- ~ G C :  Slaff inthe 

annualization of non-labor operating expenses. 

In general. the Company based its annualization of non-labor operating = s ? ? z x s  using a 

"December 1999 times 12 methodology." In rebuttal. Mr. Redding presenrs 2 - -  Z:P> (Rebuttal 

Exhibit GAR-=) purporting to show that the Company's method yields ; xxzz j l e  results. 

while the Staff and RUCO methodologies result in revenue requiremenz itz a-e -'sorely 

deficient." This result was predetermined even before Mr. Redding assenz:ec ~1:s exhibit - 
- .  . - .  

UTILITECH, INC. 2 
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because the comparison is flawed. Ifthe Compar,y‘s anal!rsis is modified ta sxcl~i3c the effec: 

of Staffproposed adjustments (image advertising! sports sponsorship. incent:\-e xnpensar ion.  

senice qualiv. and SOP 98-1) from historic cost levels. the result shon s ::?a: the StzfFs 

proposed level operating expense is more representative than the level r e c m z x n d e d  by the 

Company . 

. .. 
Q. Does your surrebuttal testimony address other issues covered by Mr. iiscz=lng‘s rebuttal 

testimony? 

Yes. Mr. Mr. Redding and I disagree on the appropriate regulatory treatmen: ;L7r internal-use 

software. I recommend capitalization consistent with SOP 98- 1 while Mr. Reci i i~g supports 

continued expensing. We also disagree on the ratemaeing treatment ofposr-res: s r  wage and 

salarj increases as well as image advertising and Olympic/ sports sponsorsE; costs. The 

Company proposes inclusion while the Staff recommends exclusion of such c:s:s. 

A. 

Mr. Redding concurs with the “end resulr“ but not the methodology propose6 b>- 13e Staff with 

regard to FCC Dereguiated Services. However. because of the approach txployed.  my 

surrebuttal testimony clarifies the Staffs position on the interrelationshi? h u - e e n  FCC 

deregulated sen-ices and the jurisdictional separation of various other adjustments proposed 

by the parties. 

Q. 

A. 

Please sumnarize your surrebuttal regarding the incentive compensation issuc. 

Mr. Grate suggests that the costs of all Company’s incentive compezszrion plans are 

reasonable and recommends their inclusion in revenue requirement. I disc7,ss 5 2  -4BP. STIP 

and LTIP incentive compensation plans and explain why the cost of rhese ;lam are not 

reasonable to be borne by the Company’s Arizona ratepayers. Generally. these incEntive pians 

are primarily driven by corporate-wide financial results or surveys to assess thc ?erceptions of 

the Company by both customers and non-customers. Corporate-wide objecL- ~ix-es do not address 

UTILITECH. INC. 3 
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12 

Surrebuttal Testininc: cf Sr--:tn C. Carver 
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. -  or define performance expectations that are unique IO Arizona or the sp=c;rlc -&i 2% activin of 

coninion groups of employees. The surveys do not focus on service qukin ir -bizona.  The 

Company has not demonstrated the degree to which these corporate-iiicie .-?j ectives have 

resulted in achia enient levels unlikely to be attained in the absence of suck r h s  or created 

benefits for Arizona ratepayers that could not have been attained othenx<se. 

Please sunimarize pour surrebuttal regarding the pension asset issue. 

Mr. Grate and I also disagree on whether the pension asset should be incluLei in rate base. 

Both my direct and surrebuttal testimonies as well as Mr. Grate's rebumi T;77mony discuss 

this issue in significant detail. Mr. Grate contends that "ratepayers a1u.e:-s bcn-fit" from the 

Company's recording of pension credits, but this concept of cost recove?- is DO: consistentlv 

followed by the Company. I contend that the Company has failed TO derJonstrate that 

ratepayers have received the full benefit of the pension credits such t5a: the ?ension asset 

should be excluded from rate base. 

UTILITECH. INC. 4 
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TEST YLAR RESULTS 

Beginnins at page 3. line 12 of his reburtel testimony. Mr. Redding dis:usses the basic 

regulator; theon. of the ratemaking process. Do you agree that the objecti\ e ofrhe regulatoq 

process is to sstablish prospective rates that n-ill be in effect during hturc  r;sriods? 

Yes. In Arizona. utility rates are t\.pically based on an historic, but adjusted. iest year. Any 

change in ovu-all revenue requirement is only iniplemented, by definition. on a prospective 

basis. 

At page 4. line 7, Mr. Redding states: 

“The purpose of the test year is to estimate: to the best extent possi’sie. the 
conditiocs that will exist when rates from this proceeding will go into e5ect.” 

Do you agree? 

I generally concur with this statement. but feel compelled to qualify the nature of my 

concurrence. -4 test year is used to determine the various components of fne ratemaking 

equation (rate base, revenues. espenses and weighted cost of capital) in order to quanti@ 

overall revence requirement and establish tariff rates. It is these resulting mriE rates that are 

effective in fiiture periods. 

Unless a fully forecasted test year is employed, the ratemaking framework does not attempt and 

should not be presumed to estimate the level of rate base, revenues, expenses and weighted 

cost of capital expected to occur during the rate effective future period. When an historic test 

is used, the adjusted test year data does not Fpically represent the level of volunes/ quantities 

and prices expected in the future rate-effective period. So, the results f ron  ;he historic test 

period should not be expected to match future levels of rate base. revenues. ex?enses and 

capital costs. 

UTILITECH, INC 5 
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- 1  If an hisrc;lc tesT ;ear can not be espectd to match or predict future -21 2:s 22  rate base. 

revenues. expenses and capital costs. can a regdated entity reasonabl? s p t z  io have 211 

oppoi-tunirl\- io earn a reasonable return on its investment? 

Yes. In the :ontest of an historic rest year. it is known that each componezr sf ;h? ratemaking 

formula iii chenge immediately follon in2 the end of that historic pekod. S?. instead of 

trying to esrimate or predict future revenue or expense levels. the historic i tst  >-e= ultimately 

results in a scries of relationships between the various components of the rar=n; i ing formula 

(rate base. rcl-enues, expenses and capital n-eighted costs). The resulting rel-enue rquirement 

is then used to determine tariff rates and charges that will be applied TO a a x l  levels of 

customer subscriptions to the various products and sewices offered subsequent to Lie test year. 

It is expected that future customer subscription levels will be different from -;?e le\-=ls on which 

test year re1 enues m-ere established -just as fiJture levels of rate base and espmscs are also 

expected to be different. 

As long as ::e test year reasonably balances the various components of the iat2m-g formuia. 

the resulting prices c h q e d  to future customers will still afford the utili?: a oportuni ty  to 

eain a reasonable return on investment - e\.en if the test year was not speciI;_caliy designed or 

intended to forecast the level of revenues and expenses expected to be r e a i k d  du_?ng the rate 

effective period. 

In order to zchieve a reasonable “balance.” it is important to consistently x-aiuc cuantities or 

volumes (access lines. minutes of use, employee levels, number of bills rr-ailed_ number of 

magazine subscriptions. number of professional memberships, etc.) and pEces (\\-age/ salary 

rates. postzgz costs. renewal rates. etc.). If consistency is not achievze for :hose items 

materially irxfluencing the cost of service. the resulting revenue requiremecr xi>- ~ - i  eld results 

that skew (either high or low) the utility’s opportunity to achieve a re== o L k  than that 

authorized. 

UTILITECH, INC. 6 



SLiiTebuttai Testimon? i.f S m - s ~ i  C. C a n  er 
Docket No .  T-1051B-99-105 

1 Q  
2 '4 

Has an? par;! to this proceeding suggested thzt a forecast test ear be e z ? i q  ed? 

N o .  H o ~ ? \ - = r .  it is a forecast test year. not an historic test year. that is e.;?hclii? designed to 

7 - quant i6  fiiture levels of revenue. evpense and investment. 

4 Q. 

5 undertaken? 

6 A. 

7 

S 

9 

10 

In the contzsi of a fully forecasted test year. are forecast estimates of quantiTies and prices 

Yes. While a forecast test year may be valued using an average or year-end approach. it is 

imperative that LTolurnes and prices be consistently forecast into the future. So. a forecast test 

year is a "best efforts" attempt to estimate future quantities and prices. In my experience, the 

use of a forecast test year does not simplib the ratemaking process - it changes the types of 

valuation issues that arise between the parties. 

11 Q. 
12 

> 

14 A.  

15 

16 

17 

1s 

19 

20 

21 

Beginning at page S of his rebuttal. Mr. Redding presents a "test.' of the proposals of the 

Company. Staff and RCTCO "to see if they fulfill the purpose of a properly adjusted test year." 

Are you faxiliar with this portion of Mr. Redding's rebuttal testimony? 

Yes. Refenicg io the table on page 9 of his rebuttal testimony. Mr. Redding annualizes the 

actual net ooerating income realized during the first five months of 2000. adds the net 

operating income ('.NOI'') value of the recommendations of the various parties and then 

quantifies a rerum on investment using May 2000 average net investment. This "test" was 

used by Mr. Redding to conclude that the recommendations of the Staff and RUCO will 

"completely miss the mark of approximating the conditions that will be in effect when rates 

from this proceeding go into effect" and "will not provide sufficient revenues to generate the 

required rate of return." 

33 Q. Do you concur with 1Mr. Redding's conclusion? 

23 A4. 

24 

25 

No. I disayee with Mr. Redding's conclusion for two reasons. First. as discassed previously. 

an historic test year was never intended to estimate. with precision, levels of net operating 

income or rate Sase expected to be experienced in future periods. Nonetheless. it \vi11 certainly 

UTILITECH, INC. 7 



Surrebuttal Testiinon? of S:SJ-=:I C. Carver 
Docket No. T-: J5 1B-99-105 

4 .  1 provide a rei:sSle basis for revenue requirement esiirnatior. purposes. Secoz:. > 2. Redding ' s 
T quantification of tilis "test" offers an inconsistent comparison and appears ~ i l r t  intentionallv - 
1 
1 misleading. 

. .  
1 Q. 
5 -4. 

6 

7 

S 

9 expenges: 

Could you please suinniarize your quantification concerns with respect io r i i s  ;ible? 

Yes. In qumtifj-ing the $61.973,000. the Company annualized the Ma>- 3000 ktrastate NO1 

by simply multiplying the YTD as recorded intrastate net operating income 'q- a factor of 

12/Yh'. USWC has made no attempt to inodifj- the "as recorded'NO1 amomts for any of the 

following I items. typically reviewed and adjusted during a rate case analysis of rwenues and 

10 out-of-period or prior period journal transactions 
11 abnormal or non-recurring transactions 
12 proposed regulatory disallowances or accountins changes 

13 Q. 

13 A. 

15 

16 

17 

1s 

19 

20 

Why do you believe that Mr. Redding's "test" is inconsistent? 

In quantifijing the level of net operating income underlying the recormxnded revenue 

requirement. lhe Staff has proposed a variety of ratemaking adjustments. K x  XOI effect of 

these adjustments is included within the $4.261.000 deficiency contained in rhz Staffs direct 

filing that is identified as "Staff NO1 Value of Revenue Requirement/ Defcisncy" in Mr. 

Redding's table. However, the $6 1.973.000 (representing year-to-date Mal.- 3000 annualized 

net operating income) has been similarly adjusted for consistency with the 5 0 1  deficiency 

proposed bj- Staff. 

-1 ? 

-- 31 

22 

23 

' 5  

For example. the Staffs computation of the $4.26 1,000 NO1 deficiency ixorporates the 

imputation of Directory Revenues. the capitalization of Internal-Use Soh-a rc  cmsistent with 

SOP 98-1: the elimination of certain incentive compensation costs and the &riaation of the 

costs of image advertising/ sports sponsorships. Each ofthese adjustments eZxri;-ely decrease 

the Staffs proposed NO1 deficiency. Further. the NO1 deficiency, as vz-ell 2s the overall 

UTILITECH, INC. 8 
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revenue rec:rrement. recommended by the .qCC Staff reflects the eliminariaa oirrst year costs 

and invesr2:nt associated with the access line sale to Citizens Utilities. In fir22i to present a 

meaninghi comparison. blr. Redding should have similarly adjusted rhe 1 I:>- 2000 YTD 
annualized SO1 and rate base amounts to reflect comparable treatments for : h s r  items. Mad 

he done so. ;ix net effect would ha\ e been to increase the annualized Ahla> 2000 htrastate NO1 

above the S61.973,OOO. 

Q. 
A. 

MJ7-q did 1-w express concern that this "test" appears to be intentionall>- mislrsding? 

ACC StaEDaa Request No. UTI 69-1 1 specifically asked for an explanation oixvhy the YTD 

May 2000 501 was not adjusted to recoznize the various Staff ad-iiustme-rs mentioned 

previouslJ-. To paraphrase the Company's response thereto: 

The purpose of the table was to compare recommended r-x.enue 
reoukements/deficiency with actual 2000 results. Ratemaking adjustmzm for 
direcrory advertising, image advertising. incentive compensation. access line 
sale. etc. are not made in actual results. 
[ACC Staff Data Request KO. UTI 69-1 11 

If ratemaking adjustments were included in actual results, there would be EL? need for the 

ratemalung adjustments to begin m.ith. It appears that the Company inten:iondy decided to 

~ not adjus: <?e YTD May 2000 NO1 or rate base amounts for out-of--pe;iod, abnormal. 

nonrecurrhg items or to otherwise reflect consistency with the Staffs proaosed revenue 

requiremen1 adjustments. This led me to conclude that the comparative results qpeared to be 

intentionalii- misleading. 

Q. Would the recognition of these various "consistency" adjustments influence ::?e -'Return on 

Avg. Net ixestment" as presented in the table set forth on page 98 of Mr. Red5ing's rebuttal 

testimony? 

Yes. In g p x r a l  terms, I would expect the returns on investment in the S ~ z 5  and RUCO 

columns of 5 s  table to increase if these consistency adjustments were ?repared. However, 

A. 

UTILITECH, INC. 9 
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I have noi nempted  to present alternatiw rerum calculations. because no de1iie.d analyses 

have been conducted on the actual revenues or expenses recorded during the psriod Januaq. - 

May 2000 to identify and quantify other adjustments that may be required 'io properly restate 

revenues and expenses for comparative purposes. As indicated by the r e s p n s s  'io L%CC Staff 

Data Requesr No. UTI 69-10. the Company's analysis does not incarporare any such 

adj ustments. 

Q. 

A. 

Why shoul2 any of these adjustme:its be of concern in presenting this ~ p e  of comparison? 

Mr. Redding's stated purpose was to "test" the proposals of the Cornpan>-. StzEand RUCO 
"to see if they fulfill the purpose of a properly adjusted test year." _Assume that the 

Commission were to agree with the Staff that all image advertising and spons sponsorship 

costs shouid be excluded from rates. If USWC/ Qwest makes the conscioils decision to 

continue furding these types of activities. it is entirely reasonable for the Company to expect 

downward pressure on its achieved return - as rates were not intended to explicitly allow for 

recovery of these disallowed costs. By comparing the 9.65% Staff "Recommended Rate of 

Return'. with Mr. Redding's calculation of the 4.06% Staff "Return on Avg. T e t  investment". 

the Company is merely complaining that its e m  will be short and failing to recognize that 

some portion of the short-fall is controlled by the Company itself. This is not a valid criticism 

of the adjustment recommendations proposed by Staff. 

UTILITECH, INC. 10 

yz" 



Surrebuttal Testinion? cf S r s  en C. Caner  
Docke: Sa. I - 105 I B-99- 1 03 - 

1 

3 
* 
2 

4 

5 

6 

7 

8 

9 

10 

11 

13 

13 

13 

15 

16 

17 

18 

19 

20 

21 

22 

23 

Q. 
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Q. 
.4. 

Q. 

EOP NOSL.4BOR REVERSAL 

Beginni.5 9: page 1 1  of his rebuttal testimony. Mr. Redding is critic21 of ? mi comments 

regardins Company's end-of-period annualization adjustment. Are > mi kx i l i a r  with that 

portion of >IT. Redding's rebuttal? 

Yes. I h21c revie\%ed Mr. Redding's testimony and his allegations that ms- Srect  testimony 

artempts to discredit the Company's methodology by: "glossing over the details." --fozging the 

main poinr. "Ficking and choosing" or obhscating the main purpose of the zmualizztion. .. 

Do you a g r e  n-ith these criticisms? 

Absolute]!- not. While I do not question Mr. Redding's representation. at rebuE;;?i page 12, that 

the Comp.ziy's EOP annualization adjustment "took a great deal of time and analysis," this 

does not chznge the fact that the Company's high-level annualization t sch i<xe  summarily 

over-rides rnillions of accounting transactiom recorded each year for tine sLie of year-end 
.. c. consistenq . 

Also. I find it incredibie that Mr. Redding would make the claim that "es:imaes are not made 

more memingful or acclirat? I-: 2-1:; 'Y::: 2:r:;eC' - -  'nrecise'." [Reddins rebuttal, p. 141 

The millions of transactions recorded each year are based on "detailed'- in1 oices and other 

accounting records that must be "precise" and accurate. However, as shou-n b ~ -  3Ii. Redding's 

Rebuttal Exhibit GAR-R2, recorded intrastate expense levels fluctuate drazxtically from 

month-to-month. As a consequence, I believe that such gyrations require and demand even 

more detail and precision - if a one-month times twelve annualization techiqcs  is employed. 

7 .  

At pages 15 though 18. -Mr. Redding introduces Rebuttal Exhibits G.423-X.1. GAR-R2 and 

GAR-= w-bich comparf: historical monthly results from the period Janua? 195- Through May 

2000 with oi-erlays of the proforma levels proposed by Company, Staff and RT--CO. Have you 

reviewed t i m e  graphs? 

UTILITECH. INC 11 



. .  
1 .4. 

- 
3 

4 
> 

6 

7 purposes: 

Yes. h?r. R t x i n g  contends that the comparisons between historic results ::i IX ConipanIY's 

end-of-penk 3rofomia levels offered in ni? direct testimony present "a;y:=s x d  oranges. 

He belie\-2s 2,at a more appropriate measure of the reasonableness of the a:;;_s::;lent results 

would be eczz\-ed b~ a comparison u.ith h u r e  levels - thereby demonszzrizg That S t a f f s  

reliance o i ~  EsIorical results is "misleading and inappropriate. In assenxiing 3 e s e  rebuttal 

- graphs. h?r. &idins chose to exclude the effect of certain revenues and ccxs  13; comparison 

.. 

.. n 

, .  

.. . .  

8 derce-kited - results. 

9 dirccc,q imputation. and 

10 sale exchanges. 

11 According IC Mr. Redding (rebuttal. p. 20). the Company represents <%t rhese graphs 

2 

13 

14 

15 

16 contention. 

"demonstrzte <hat the Company's method. Lvhich was done at an overall lex,-=: is not improved 

by digging z,-o-md in the details." Interestingly. 34r. Redding concludes tha: F k k m i  Exhibits 

GAR-R1 mi  GAR-R3 show that the parties are "very close" in operating r e - , - x x s  (except for 

directory in?Qtation) and "quite close" on iota1 depreciation - presumak::- supporting his 

.. . 
17 

18 

19 

20 

21 deficient." 

However. 52.  Redding goes on to state that the comparison "really falls a?zy in The context 

of -‘Expenses Other than Depreciation" [Rebuttal Exhibit GAR-m]. 1Mr. Xedding contends 

that this e x 5 3  shows that the Staffs recommended expense levels are "sig~~:Ilcantly below 

actual levels" being incurred and results in "suggested revenue requiremec-s [ I ~ x ]  are sorely 

. . -  

22 Q. 

23 A. 

34 

Do you hz-,-e m y  commects with respect to Rebuttal Exhibit GAR-=? 

It is not suTfs ing  that the results set forth on Rebuttal Exhibit GAR-R2 shcii-1:2t Company's 

expense le:-s:s much closer than amounts from the Staffs filing to the a c r a  i x e l s  recorded 7 .  

UTILITECH, INC. 12 
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. -  during Januzx rhrough Ma! 3000. This resuit was predetemiined even ~:IC?:? 51:. Redding 

assembled ~k graph - because Rebuttal E'xhibit GAR-R2. is flawed b!. i:s oix-ri form of the 

apples and orxges- '  comparison for which the graphs in my direct testimoz) Y\ 21-2 criticized. L. 

Q. Please expizix 

&4. The monthlj &a and the associated trend line for the period January 1997 2-mugh May 2000 

set forth on R=Surtal Eshibit GAR-R2 are based on "per book" or "as record2.J" rcsuits. Such 

amounts inc1-A the "as recorded' costs of image advertising/ sports spomxship. incentive 

compensatioc. semice quality. and SOP 98-1 that the Staff has proposed to disallon-. in whole 

or in pait  for ratemaking purposes. Since the Company has incurred such cssts and has not 

proposed to tisallow the cost of these items, it should be expected that Exhibir G A R - E  would 

refiect a better -*fit" between USWC's proforma expense levels and the regzession trend line 

as well as th? acmal levels achieved subsequent to the test year. In essenc?. tihe graph does 

represent a ~ -  x?ples to apples" comparison for limited comparison with USIT-C's proforma 

expense lewis. 

However, this Is not true for comparison with the StafFs filing. If the Compacj-'s analysis 

presented as Rzbuttal Exhibit GAR-R2 is modified to exclude the costs associated with the 

Staffs proposzd treatment of these items (image advertising/ sports sponsorship. incentive 

compensatioc. service quality, and SOP 9s-1) from the monthly data and trend line, the 

resulting graph shows that the Staffs proposed expense level is more represenalive of ongoing 

conditions t h m  the Company's - to paraphrase Mr. Redding's rebuttal t es thony at page 16. 

Although I rezxiin concerned that the post-test year data has not been reviev-ed an analyzed in 

detail for possibie adjustment. the following graph illustrates the result of six&- modifying 

the recorded es??enses underlying the Company's Rebuttal Exhibit GAR-IC foi "consistency" 

with these fox: Slaff adjustments: 

UTILITECH, INC. 13 
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80 

60 

40 

20 

Qwest Corporation 
Arizona Z ntrastate 0 perati o n s 

Comparison of Company, Stafi and RUCO 
intrastate Expenses less Depreciation, SOP 98-1 Image 

Advert, Service Quality, & Incentive Comp 

Jan- Apr- Ju;- Oct- Jan- Apr- Jul- Oct- Jan- Apr- Jul- 0c;-  Jan- Apr- 
97 97 G7 97 98 98 98 98 99 99 99 99 00 00 

+Tot. Em. Less Depr. ($MIS) 
+ Qwest Test Year 
+ UTiIStaff Test Year 

-Log. (Tot. Exp. Less Depr ( S M s ) )  
+Rue0 

1 This revisior, to Rebuttal Exhibit GAR-FU represents more of an "zp1cs to apples" 

comparison x\-ith the Staffs filed revenue requirement. 
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Hom can the same basic analysis appear to s u p p o ~  both the S taf  and Cx:=.z-~ .  - -  profomx 

expense le\-cls' 

'4s filed. hIr. Redding (rebuttal page 1'7) used Rebuttal Exhibit G.4R-X TG support his 

conclusion :ha1 the Staff proposed revenue requirement was "sorely deficizzr. _-,Jwever. his 

"appies to ormoes" - comparison with the StafF s filed amounts essentiali? ar=s--lsd that the 

Company should still be allowed to recover recorded expenses, even if 5.- 22s; of service 

esplicitljr docs not allow certain costs to be recognized for ratemaking p q c s c s .  c 3r example, 

the Staff has 7roposed to disallow image advertising costs and capitalize COP 9s-! costs. In 

the Company's historical data. these costs were recognized on an "as recor&2" >=is. So. this 

type of "appies to oranges" comparison would almost always show tht Stz5-s proposed 

expense levels as being deficient. However. once the analysis is nodi525 := s x l u d e  the 

disallowed or capitalized costs - consistent with the Staffs recorn-adzeons in this 

proceeding - the graph results show that the Staff levels are accepta3ie. b ~ -  historical 

comparison szandards, while the Company's proforma levels are exc?ss;\-~i> above the 

regression trend line. 

._ - _  

r 

. .  

At rebuttal pzge 17, Mr. Redding indicates that his exhibits demonstrate j 7 . x  fzc  opposite of 

the statement you made on page 20 of your direct testimony that "...it is 3ot2bis that even 

dramatic post-test year increases in intrastate operating expenses; E 7rescsted in the 

underlying documentation, do not reach the extraordinarily high proformz iex e: included in 

US WC's proposed revenue requirement." Do you care to comment? 

Yes. There are several brief points that should be addressed in this rega.5. each data 

point on Redding's Rebuttal Exhibit G'4R-U represents one m o n k  of &-x. In other 

words, the historical data points starting in January 1997 through May 39'3:' ezc5 reflect one 

month of expense. In contrast. each data point on the graph of PLTizona 1z::~:zz operating 

expense set foch on page 19 of my direct testimony instead reflects twelve zm:k ,??operating 

expense. 

. .  

15 UTILITECH. IMC. 
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. ,  In order te ?repare Rebunai Exhibit GAR-FC. M;. Redding was requx-2 7 ;  zalculate m 

average nxathiy expense using the twelve months of overall expenses rt :xi?:aded by the 

Cornpan!. Saffand RLTCO. As shown by Rebuttal Exhibit GAR-R2. record& c q e n s e  levels 

fluctuate signiscantl) from month-to-month. So. a comparison of ar, e\ z z g e  monthlj- 

“proposed“ !e\.el. that has been smoothed b> the averasing process. shocld ‘ct sspected to 

graphically d q i c t  a different image than the graphs I used. \?;hich relied on miling twelve 

months of dara to enhance comparability and smooth gyrations in the unacrlJ-ing month-to- 

month mounrs. 

Second, as discussed in my direct testimony. recorded expenses are the produc; of both prices 

and quandties. The expenses recorded in the post-test year months of J a n u q -  :bough May 

2000 include \\-olume! quantity and price level changes that were not explicit!>- considered in 

either the Staff or USWC proforma expenses. 

Third, the eqenses  in the months of January through May 2000 represent ~os:-ris; year data 

that the StaEhas not analyzed or reviewed in detail. These expenses are presexed on an “as 

booked” basis and have not been analyzed or adjusted to eliminate the effect oi2ny abnormal 

transactiocs or unusual events included therein. 

Finally, as indicated in the responses to 4CC Staff Data Request No. CTI 69-1 1 UTI 69-15 

and UTI 70-7. the objective of the Company in presenting Rebuttal Exhibit G-IX-FG? was to 

compare recommended expense levels with actual 2000 results. So, the acmal dara was not 

adjusted to consider comparability with the proforma expenses recommeded 3y Staff and 

RUCO. 

I UTILITECH, INC. 
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Beginning at page 1 S of his rebuttal testimony. h4r. Reddin? discusses i-3 o p x i l i o n  tc the 

adoption of SOP 98-1 for regulatoq- purposes. Do you have any g e n e 2  czzxxents \.\;it11 

respect to the Company's rebuttal position? 

5 - c ~ .  A b .  Redding has not introduced any nelv information that was U~JLYGV.:.T~ ar the time 

Staffs direct testimony was filed. 

Referring to pages 19 and 20 of iMr. Redding's rebuttal testimony. do you k - e  q- comments 

u-ith regard to the reference to the FCC's adoption of SOP 98-1 or the ;rbpc?szls to movs 

LSWC to price cap regulation in Arizona? 

Yes. The footnote at the bottom of page 19 of Mr. Redding's rebuttal tes?Aor_?- rcfers to the 

FCC's decision to modify its price cap rules to exclude exogenous treamen; c?f accounting 

changes that have no cash flow impact. The decision of how, when and u-hzk: TS implement 

a price cap plan in Arizona is one for this Commission to make. While the 5 5 z g s  ofthe FCC 

on this matter are informative, they are not determinative. 

, .  -As outlined at pages 64-65 of my direct testimony, the Company has prex-icxs:: iclplemented 

a variety of "accounting changes" in Arizona that had no cash flow iolpac; - outside the 

context of a rate proceeding. Nevertheless, USWC sought regulatoy. an2 :atemaking 

recognition of a variety of accounting changes that were similarly "nor c ~ k  affecting. 

including : 

.. 

capital to expense shifts resulting from the adoption of the "new+- z z i f e ~  system of 
accounts prescribed by the FCC (Le., Part 32); 
change in accounting from the cash method to the accrual method sf zccaunting for 
compensated absences. merit awards and medical/ dental expenses: 
increase in the capitalization rules from $200 to $500 and then fro= S5'?C 10 $2.000. 
allowing the expensing of qualifying "small value" assets; 
adoption of revisions to depreciation accrual rates and depreciation riser;-t defiicienc: 
amortizations; 

UTILITECH, INC. 17 
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adopxion of the FAS87 accrual method of accounting for pensiori cos:-: rz, 
adoption of FAS106. which implemented a change from cash to xz:al ziethod of 
accounting for post-retirement benefits other than pensiom. 

Ail of these i:ems. but the adoption of F-4S87. had the effect of initial!? ~IX:~S~Z!Z - the rates 

chargzd ESV-C's ratepayers. Although those changes were "not cash affec:iz;-' L~I!! included 

in the ratemaking process. the Company still sought regulatory approvai :Et? Treatment. 

The Conmiission has now received proposals from both the Staff and Compz;..!- zdx-xating the 

transition from rate of return to price cap regulation. Further. the Company E,= ?e2 testimony 

discussing the changing landscape of competition in support of its rezzzst 10 recover 

significant imaze advertising and sports sponsorship costs from ratepayers. 

Clearly, the Company desires decreased regulation and increased flexibiiity. 3:;. L-S WC only 

seems interested in adopting generally accepted accounting principles for rcg5:oT- purposes 

when the near-term effect is to increase ratepayer costs. 

Referring to page 19 of Mr. Redding's rebuttal testimony, he refers to these vzfcns zccounti~?g 

changes and states that they had "much longer lives, ranging from 7 year to Z r  years" than the 

five year period used to amortize the cost capitalized in accordance with SO? 98-1. Do you 

have any comments on this point? 

Yes. While there is no question that the range of 7 - 20 years is greater t h z  5 i - e  ?'ears. the 

Company has adopted SOP 98-1 for public financial disclosure purposes. E.m-c~?:. I do not 

believe that a five year amortization period is sufficient justification to cont ixz -s??nsing the 

cost of internal-use s o h e .  

A five year amortization period is equivalent to an amortization rate of 2C- L .  Rzferring to -. 
ACC Staff Schedule C-15, the Staffs annuaiization ofbook depreciation inc:-:Ccs ydazed test 

year deprecation accrual rates in excess of 16% for five plant accounts (-4ccoz: 2 : 15, Garage 
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Q. 

A. 

Q. 

A. 

- M'ork Equipmen:: L4ccount 2 122. Furniture: AAccount 2 1 3 . 1 .  Office t + : x x n t :  -4ccounr 

233 I .  Aerial W-ire; and Account 2124. Submarine Cable Metallic). R e f s ~ ~ z ;  ;e footnote (fj 

on revised A4CC Staff Schedule C-15 (see Surrebuttal Appendix SCC-5). 11:. 3 m k e l  has also 
proposed a thee-year amortization (i.e.. a 22.2 11 "0 /o amortization rate 1 for t k  mdepreciated 

investment in Account 231 1, Analog Sn.itching Equipment. In addition. ~ix Zzmposite book 

deprecation rate for the $3.6 billion of Arizona intrastate depreciable im-eszxzxt set forth on 

ACC Staff Schedule C-15 is about 9.0%. which is equivalent to a composite z=ox-tization rate 

of about I 1 , 1  years. 

At pages 20-2 1. Mr. Redding indicates that, in the first year of this accounting ckange. US WC/ 

Qwest would reduce software expense by approximately $420 million k t  recognize 

amortization expense of $42 million. Is this amortization based on a ten-J-ezr amortization 

period? 

No. In this portion of rebuttal testimony, -W. Redding has assumed that oni]i- me-half of the 

annual amortization expense would be recognized in the year of adoptioc. n - 2  E full year of 

amortization commencing in Year 2 at $54 million. 

n ja:+.? -c,.+-- 47- ., ~ At page 21. line 13. Mr L L ~  = - - - . . . 'A- - -2.c +l ie  f i rs t  year irnpacr. -A Mch is now 

behind the Compmy, and used that level of expense. Is he correct3 

No. Mr. Redding's testimony is misleading on two points. First, ACC Staff A+strnent  C- 13 

recognizes a full year of amortization within the test year, not the one-half I. e z  amortization 

as implied by -W. Redding. 

Second, Mr. Redding seems to criticize the Staffs adjustment for recogSzirg :he first year 

impact. This is an interesting criticism. but not one of merit. Whenever an accoxxing change 

occurs, there must always be a first year. Because the Company implemenrti SOP 98-1 for 

financial reporting in 1999. the "first year" for financial purposes occurred in 19%. However. 

this accounting change has yet to be recognized for regulatory purposes. so the 5% year must 
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be considered once it is adopted for regulatory purposes. .4CC Staff A~;L~:TZX: C-! 3 does 

just that b; rzfiectinz t h e b t  year effect. including a full year of anionizxi;.n 22: the one-half 

year convention suggested in Company rebuttal testimony. 

Beginning at page 22 and continuing through page 24, Mr. Redding d i s r s s e s  rn automatic 

rider to capture the annual change in revenue requirement resulting I%X I& regulatory 

adoption of SOP 98-1. Do you have any comments? 

Yes. First. Rebuttal Exhibit GAR-R4 and the revenue requirement aniouiits se: forth on page 

23 of Mr. Redding’s rebuttal testimony do not employ the one-half year con\-zntion referenced 

by Mr. Redding at pages 20-2 1. Second. Rebuttal Exhibit GAR-R4 effec:i\-e!> assumes that 

the entire return of 10.86% is equity based. which serves to slightly oversare h e  return on 

investment element of the revenue requirement model. Third. the revenue reqclrements set 

forth on page 23 of Mr. Redding’s rebuttal show that the annual nominal d o i h  e 5 c t  does not 

turn-around until year 2003 and. on a cumulative basis, does not turn-arouc -axil well after 

2004 - more specifically in the year 20 10. 

At page 23. Mr. Redding refers to a 1996 Arizona Court of Appeals decisim resulting from 

ACC Docket h-0. E-1 05 1-93- 183 as precedent for implementing a rate ride; 13 track the annual 

change in SOP 98-1 revenue requirement. Was that decision associated x i rh  a change in 

accounting, such as compensated absences, vacation accruals or FAS 106 acceuntiag for OPEB 
costs? 

No. The Court of Appeals decision concerned the resolution of the DirecroF- I x q a a t i o n  issue 

appealed by 6SW-C following the last Arizona rate proceeding, not thz an-ua! revenue 

requirement effect of a change in accounting method. 

Has the Company previously proposed or implemented any rider mechar2szls x capture the 

effect of any accounting changes? 
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No. ilot t h z  I xn aware of. In response ta ACC Data Request No. CTI -0-9. rhs Coinpan> 

speciiical1:- indicated that it had not pre\.iousiy souzht rate riders to capmre tin.= cffect of zny 

of the follon-ing accounting changes: 

expiration of the amortization of the one-time change in compensated abscnces: 
year to !-ear changes in pension costs pursuant to FAS87 accounting: 
year to ? ex changes in FAS 106 accomring for OPEB costs. including &e expiration of the 
TBO amortization: 
cessation of recording depreciation expense on plant accounts that are fully depreciated; 
or 
capital to expense shifts resulting from the adoption of the “new“ uniform system of 
accounts prescribed by the FCC (Le.. Part 32). 
[ACC Data Request No. UTI 70-91 

As mentioned previously, Mr. Dunkel has also proposed a three-year amortization for the 

undepreciated invesrment in Account 32 1 1. -Analog Switching Equipment (see Surrebuttal 

Appendix SCC-5). On an Arizona intrastate basis. this amortization proposal is equivalent to 

$18 million a ear for three years. Maybe the Commission should also consider --tracking“ the 

offsetting effect of this mortization when it expires in three years, if the Company-s proposed 

tracker is given serious consideration. 

At rebuttal page 34, line 16, Mr. Redding states: 

“Since adoption of a price cap plan would end rate of return regulation. at lezst for the 
term of the plan, the Company could never recover these fume cost increases without 
an automatic rider.” 

Do you have any infomation which would help interpret this portion of -Mr. Reddhg‘s rebuttal 

testimony? 

Yes. ,4CC Staff Data Request No. UTI 70-1 1 \vas submitted in order to speci5celly address 

this rebuttal testimony. According to the response to this discovery request: Tthe word 

”’never’ is defined at least for the term of a price cap plan. Mr. Shooshan proposes a five year 

plan.” However. this same response indicates that the Company does reco@ze that its 

revenues and expenses will change during the term of any price cap plan that m q -  be adopted. 
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W7iile no one can know with absolute cerrainrq whether a combinatiofi 172 re7, ezue grouqh. 

expense decrcses and improving productivity may yield earnings gains d a l n e  - -  LIY rime period 

or term of a price cap plan. the possibilic does exist that other factors could mitisate or 

c01i1pletei.i- Gffset the SOP 98-1 changes that the Company has not swgesre3 be tracked 

through a :ax rider - such as the S 1 S million annual amortization that esaiies in ihree years. 

Q. In your direc; iestiniony, you recommend that the Commission reverse the rare base effect of 

a US'WC proforma adjustment to recognize the depreciation reserve and defermi income tax 

reserve effec:s of the increase in depreciation expense due to the recenr c h z o e  - in book 

depreciation rates. Is that correct? 

Yes. The SIaC has proposed a fairly stringent cut-off of the test year at the end c f  December 

1999. Secause USWC did not commence booking the revised depreciation :am reflected in 

ACC Staff Adjustment C-15 until subsequent to the 1999 test year, ACC StaE-Adjustment B-1 

proposes to exclude the proforma effect ofUSWC's capital recovery adjustxenr S o n  rate base 

(i.e., both the accumulated depreciaion reserve and accumulated deferred i ~ c o r n e  z x  reserve 

effects). 

A. 

However. if the Commission were to adopt a rate rider mechanism or othen-ise recognize 

additional changes in revenue requirement occurring subsequent to the tesr year, the 

Commission should, at aminimum. reject ACC Staff Adjustment B-1 . Other opriors available 

for Commission consideration would include forecasting the growth in the depreciaTion reserve 

during the t e rn  of any adopted rate cap plan or establish yet another rider nechariism to flow 

the revenue requirement effect of the reserve growth through to ratepayers. 

Q. 
A. 

Are you chmging your position on the proposed treatment of the depreciauoc reserve? 

No. But. if the Commission is inclined to adopt other post-test year chaiges or implement 

automatic rax riders. why not expand the scope to include other items as v.-dl? 
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Q. 
-4. 

D o  USX'C's competitors follow SOP 9s-17 

Yes. SOP 9s-1 is applicable to all nongoimxnental entities and was effxri\.e far financia] 

statements for fiscal years begirmin~ after December 15. 199s. 

Q. Does the Company have any information concerning whether its competixrs ffiilou-ing SOP 

9s-1 for accounting or product pricing purposes? 

Apparently not. The response to ACC Data Request No. UTI 70-10 indicarss that the 

Company does not know how or n-hether its competitors recognize SOP 98-1 for regulated 

accounting or product pricing purposes. The Company's lack of infomation is in stark 

contrast to 1 fr. Redding's rebuttal testimony on image advertising/ sports sponsarship costs. 

At rebuttal page 39. Mr. Redding states: "Every large company I can thizk of. regardless of 

industry, engages in image advertising and includes in its price an elemen: of that cost." 

-4. 
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POST-TEST YL4R W4GE Sr SALARY INCREASES 

1 Q At page 37 ofhis rebuttal restimony, Mr. Redding disagrees with your direc: :ts;iniony at page 
7 69 &here J ou sate:  "In a sense. the update ofthe test year from June 199s :G c-alendar year 

1999 is an exercise encompassing an 1 S monln known and measurable period undate." Do you 

I 

1 
3 

4 

5 ,4. 

6 

7 

S 

9 test year. 

have an) comnents on Mr. Redding's characterization of your testimony? 

Yes. Mr. Redding characterizes this testimon! as "incredible." "nothing could be farther from 

realiq." an6 --pilre ob-fuscation." Obviously. 3fr. Redding and I disagree OR :his subject. The 

Company has sought recognition ofthe post-test year wage and salary increascs on a piecemeal 

basis. aEempting to find solace in not recognizing any changes to volumes zzbsequent to the 

10 

1 

12 

13 

13 

15 

16 

17 
1s 

The fact remains that every element of the ratemaking equation will and does change over 

time. The purpose ofthis portion o f  my testimony was to point to both the Coxzpaq- '~ original 

and update filings so as to observe that. despite an 18 month change in the 12s: ?car. USW-C's 

overall revenue requirement resuited in a fairly limited change - a fact no1 &iiessed by -Mr. 

Redding. Wage .- and salary rates also changed during that 18 month period. j u t  so did other 

prices and other volumes. As stated at page 69. lines 13- 15, of my direct tesrimony. the net 

effect of this test year updated process resulted in " ... a fairly limited change b the Company's 

filed revenue deficiencies - evidence demonstrating why piecemeal ratexzking should be 

avoided." 

19 Q. 

20 

21 no out-of-pe~od adjustments? 

32 A. No. I do not recall any such testimony. Unfortunatel>-. Mr. Redding dots not provide a 

23 citation 10 the testimony he purports to rebut. In any event, I have attempIzi 10 be careful in 

?4 characterizing the Staffs approach as using a "relatively stringent" test year cut-off. This 

At page 27. line 15, Mr. Redding appears to be rebutting a statement you made that is 

inconsistent with 1Mr. Srosch. Do you recall stating in direct restimony tha.; the Staffhas made 
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p'nraseolog? qpears  on pages 15 and 6s of my direct testimony. Presumabl; . l l r .  Redding 

was intendicz ;o rebut my testimonq at p q e  6s. 

Q. Do you der?>- h a t  the Staff has proposed to recognize certain changes tha; ha\ 2 i?r will occur 

subsequent to ihe test year? 

No. I do no: m d  have not taken such a position. Referring to page 15 of rn! dir5:t testimony, 

I state: 

,4. 

While the Smff has endeavored to apply a relative!\- stringent test q-ear z?,proacli in 
order to consistently value the various components of the ratemaking equzion, there 
are uniqct circumstances currently affecting the Company's operations v, hich deserve 
and demxid recognition in the quantification of overall revenue requirement. ,4s the 
Commission is aware, the Company has negotiated, but not yet closed.. an agreement 
to sell cerain rural Arizona exchanges. Also. the pending rate proceeding is The result 
of a len-&' docket before this Commission concerning various revisions 10 US WC's 
Arizona depreciation rates. which was not concluded until after the 1999 Test year. 
Further. <:e Company initiated a separate proceeding to transfer cezain h a d b a n d  
assets tc 2 non-regulated affiliate. .qlthough the procedural schedule i r  the latter 
proceedb-g has been delayed, each of these matters uniquely affecr The Coixpany's 
operating results in the State of Arizona. 

Beyond acijustments for the exchange sale. depreciation accrual rates and broadband 
transfer. the Staff has proposed specific adjustments to annualize discrete. identifiable 
componeEts of revenues and expenses to test year-end. -4lthough the C o n p x ~ y  may 
attempt io characterize this approach as "picking and choosing" or leading "to a great 
deal of mischief." it is important to recognize that some revenues and es?enses are 
reasonabi: stated at actual recorded levels, in the absence of detailed irformation 
demonsrzting otherwise. 
[Carver Dkect, p. 15. Emphasis Added] 

I chose brevi?- ai page 68 of my direct. rather than restate what was ahead:- said sarlier. In any 

event. I do nor believe that my testimony at page 68 contradicts this excerp 3om page 15. 

Further. the -%\-age and salary increases granted in the year 2000 are neiiiler unique nor 

compelling. -ne Company has a long history of granting annual increases in 5 s  manner. 7. 
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1 Q. 
7 I 

3 

4 A. 

5 

6 

7 

S 

9 

10 

11 

,4t page 28 ofhis rebuttal testimony. Mr. Redding introduces escerpts frorz \-sur response to 

an unidentified discovery request in the pending New Mexico rate case to coxlude that you 

have contradicted your own position. Is that true? 

No. It is n o n  Mr. Redding who tries his hand at obfuscation. My direct resrimdnq- does not 

state that no adjustments outside of the test !-ear are ever ivarranted or adopted by other 

commissions. While Mr. Redding does accurztely quote from my respons? ta Data Request 

No. USW 02-20: in Utility Case No. 300s currently pending before the S e n -  l lexico Public 

Regulation Commission, the excerpt is too selective, so as to be misleading. Surrebuttal 

Appendix SCC- 1 represents a reproduction of the Company's interrogatoq- m d  my response 

in its entire?. The following bullet points more consistently summarize mi highlight the 

nature of the full response contained in this appendix: 

12 
13 
3 

15 
16 
17 
1s 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 

The test year provides the commission's staff with auditable data. 
For rate-makmg purposes. only just and reasonable expenses are allov-sd. 
The commission must have a basis for estimating future revenue requkenents, which is 
one of the most difficult problems in a rate case. 
A commission sets rates for the future, but has only past experience (espcses.  revenues. 
demand conditions) to use as a guide. 
Philosophically. the strict test vear assumes the past relationship among isl'enues. costs, 
and net investment during the test year will continue into the future. If thes? relationships 
are not constant, the actual rate of return earned bv a utilirv mav be auite different from the 
commission allowed rate. 
Commissions have adjusted test-year data for "known changes" that a c w l l y  took place 
during or afier the test Deriod (such as a new wage agreement that occurred toward the end 
of the year). 
Due largely to inflation, a few commissions have modified the traditional historic test-year 
approach by using a forward-lookiz test year (either a partial or a hi1 forecast) or by 
permitting pro forma expense and revenue adjustments. 

[Surrebuttal _Appendix SCC- 1, Emphasis added] 

29 

30 

In my opinion, the test year portion of my direct testimony as well as my comnents on page 

68 are consistent with the spirit and intent of Surrebuttal Appendix SCC-1. 
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. -  Surrebuttal Testimony 01 5x1 cl:i C. Car\.ei- 
Docket KO. T-l Q5 1B-99-105 

.. AI page 28. iinc i 7. Mr. Redding stares that out-of-period wage and salaq- zzjuustr;lsnts qualie 

as k n o ~ ~ n  an2 xeasurable changes. Do you agree? 

There is no pest ion that these increases are known and can be measured. But the real issue 

is whether the: should be recognized for regulatory purposes. kfr. Redding thm proceeds to 

argue that I dc not know what a test year is all about, tries to split hairs about teimiinology and 

points to his ezrlier quotes from the publications of others to support his contmtion. 

Regulatory ccmmissions have various test year approaches from which to choose in setting 

rates: 

Historic 'is years may rely on an average or year-end approach. 
An end-of--period historic test year may be coupled with a fixed, or prede;emir,cd: post-test 
year updax period (e.g., 6 months beyond test year-end) within which ail naterial known 
and measurable changes (both price and volume) are eligible for consistent recognition. 
Forecast test years may be fully or partially projected, including a combinatior, of historic 
and forecvt data. 

15 

16 

17 

18 

19 

20 

21 

22 

23 

The ultimate objective in selecting from this menu of test year options is the estabiislment of 

rates for the f u m e  that will provide the utili9 with an opportunity to earn a rezsonable return 

on investmenr. RcPgardless of the test year approach, the various components ofthe ratemaking 

equation mus; be reasonably balanced - an objective agreed to by Mr. Redding 2: rebuttal page 

30. USWC h a  sought to reach out beyond the test year for only wage and sal&? ixreases, in 

spite of the fat; that similar increases occurred subsequent to the Companj--s original filing in 

this proceeair-g (based on the 12 months ended June 1998) but USWC's upda'ie filing (using 

the 12 montk ended December 1999) resulted in " ... a fairly limited change in the Company's 

filed revenue 5eficiencies. .. 

24 Q. Do you have final comments on this portion of Mr. Redding's rebuttd tes:Liony? 

25 ,4. 

?6 

Yes. Beginol-?: at page 29,1ine7. Mr. Redding indicates that volumes caE be zcjusted outside 

of a historic isst period: but the test year becomes a forecasted test year n-nich is contrary to 
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3 - 

8 

9 

10 

11 

‘2 

13 

14 

IS  

16 

17 

18 

19 

20 

I 22 

Arizona Commission tradition. -4lthough I do not agree with this vieis- of v - k :  constitutes a 

forecast zes year. there are two points u-hich I believe are worthy of brief c=.zLxent. 

First. hfr. Redding quotes Dr. ,Alfred Kahn at pase 5 of his rebuttal. Ox ~ r ‘  Dr. Kahn‘s 

obsenrations \vas that even reliance on historic test year data “fully verii :r ,= and verified. 

graven ir, s tme is a form ofprojecting or estimating fiture costs. In this spi5z. 212 recognition 

of a n j -  res1 >ear  or post-test year changes is a form of projection or fcrzcast of future 

conditions. 

- . .  

._ 

In response to ACC Staff Data Request KO. 70-13, Mr. Redding states that ?is understanding 

of a forecased test year is a “year based on estimates of revenues. expenses rx!  investment 

rather thm actual results.” Even the recognition of a volume change one :a>- beyond the 

historic tes1 year would result in a forecast test year, according to the responsz TO tiis discovery 

request. So. it would then appear that the Company has offered a foreczs: :=SI year for the 

Commission’s consideration, contrary to ;\rizona tradition. because it is b E = d  on estimates 

rather thar actual costs. 

Second, Mr. Redding quotes from several authors (pages I through 8 and ; z ~ e  28) on the 

subject of zest year selection and post-test year known and measurable chans=s. Xone of these 

quotations state. suggest or imply that it is appropriate or permissible to rea-cli out beyond the 

historic tes; year for the piecemeal recognition of isolated changes to the exc!-sion of all other 

known and measurable changes occurring during a similar time frame. Although the Staff has 

not suggested such an approach. it appears that Mr. Redding has attempTt2 IO construct a 

framework. relying on theories offered by others, to jus@ the Company‘s pie:?xsal approach 

to the year 3900 wage and salary increases. 
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Docket S c .  T-1051B-99-105 

Q. AT reburral pages 26 and 30. Mr. Reddins refers to and concurs with a corrtxion adjustment 

proposed b ~ .  RUCO witness Larkin. Were you aware of the need to cortc: an error in the 

Conipan>-'s cpdaie filing? 

Yes. The esisrence of this error was confirmed in the Company's response to _ACC StaffData 

Request No. CTI 46-4. Because of the StafFs proposal to eliminate USYi*C's entire post-test 

year wage a d  salary adjustment. it was unnecessaq for the Staff to correci <le Company's 

updated proforma adjustment for the August 2000 occupational increase. However, if the 

Commission does not concur with the Staffs proposed out-of-period eliminarion adjustment. 

it would be necessary and appropriate for the Commission to aliernativelJ- recognize this 

correction of rhe Company's adjustment. 

,4. 

Q. Do you haye any further information concerning the subject of changes occurlng subsequent 

to the test year? 

Yes. On September 7.2000. Qwest Communications International, Inc. announced that it will 

cut 1 1,OOOjobs by the end of 2001 in an effort to lower costs and streamline 0pe;ations. Qwest 

indicated that 4,500 of the jobs will be eliminated by the end of 2000, with the reduction of the 

remaining 6.500 positions occurring in 2001. Qwest plans also include the tlimination of 

about 1,800 free-lance jobs by the end of2001. According to information a\-aiiabk at the time 

this testimony was finalized, the Company raised its revenue projections for full-year 2000 and 

2001. 

A. 

So, as the landscape continues to change, so do the "costs" underlying the provision of Arizona 

telecommunications service. While Arizona specific data is not available at rhis time, I can not 

help but wonder if the Company will suggest a separate rider or tracker mechmism to capture 

the Arizona portion of any resulting cost savings for the benefit of its reguia1td customers. 
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Surrebuttal Testimoq- of Sis-.=n C. Car\.sr 
Docket L-2. T-12ilB-99-!05 

13L4GE ADVERTISING. QLYMPIC/SPORTS SPONSORSKIP 

Q. Beginning a; page 3 5.  Mr. Redding's rebuttal testimony disagrees with y o x  recoxmendation 

to exclude mxige advertising and Olympic/ sports sponsorship costs from i ~ l - ~ ~ 1 ~ ~  requirement. 

Specificall!-. lie argues that: "image advertising supports the sale of all ?:G,~~UC:S.. .product- 

specific aci-;2rrising is incomplete without the coniplementarj imase ad7 &sing ... as 

competition grows and the public hears more brand names asociated with 

telecommuriications. image advertising becomes increasingly importmt ... Aow do you 

respond? 

There are seA-erai points that merit consideration. I certainly underst=? rhe Company's 

concern about the public hearing more names associated with t e l ecommica t io~s .  Afier all, 

during the ~es;  year, the Company spent almost- (Arizona intrasxej or about 

- 

.. - 

A. 

(ToTal Arizona) to promote the U S WEST brand name. [See XCC Stzff-Adjustment 

C-27.1 Kou-. rhe Company is trying to promote the Qwest brand and ima,ot to &?e public. 

During the 1999 test year: the Company also spent a b o u m  ilorai  _Xrizona) on 

product adverrising, which the Staff has not proposed to adjust or otherwise disallow. In order 

to evaluate rhe effectiveness of its product advertising. the Company's Cor,sui-,er Services 

Group (TSG") compiles campaign effectiveness reports to determix LvKch product 

campaigns receive future funding. According to Company responses to Stiz2-discavery, these 

campaign eEectiveness reports are prepared to: 

evaluare the return of each campaign. compare returns from each campzign and to 
determine which campaign with modifications will be implemented for The I;Jture, and 
allow CSG to establish a priorit). of campaigns to maximize lirnixt advsrtising and 
promotional budgets. 

[ACC StaE Data Request Nos. UTI 71 -3 and UTI 71 -41 

_ _  
Interestingiy. the Company does not appear to analyze the "effectiveness of promoting its 

"image" or even consider such promotional costs in evaluating the succss  of its product 
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campaigns - el-en though the cost of image promotion was about 6 4 O  

product a&.errising costs during 1999. 

of Company's 

At rebuttal p a p  36 and 37. Mr. Redding quotes from a June 1999 publicarim -,??I discusses 

brand adverrising. Have you reviewed this pubication? 

No. In response to ACC Staff Data Request No. UTI 71-6(a). the C o m ~ q -  idatified the 

source as a cop>-righted work, indicating that Qwest had no right to cop>- E ;=Froduce the 

word. Since the receipt of the Company's rebuttal testimony. I have had EO ~ l r ~ e  to locate. 

purchase arld review this document. 

At line 14 of page 36, the quote selected by fvlr. Redding starts with the pLrzs=: 

"The market is hopelessly crowded. As arzsult: BR4NDIXG IS MOFE -YOT LESS 
- I-VPORTANT THAK EVER ...." 

Do you knou- what "market" the author is referring to? 

No. Mr. Redding's selective quotations provide no clues as to whether -5% is a generic 

statement that encompasses all business markets or is specific to telecommuzic2-' Licms or some 

other specific business segment. However, the response to ACC StaEDatz Xquss: No. UTI 

71-6 leads me to believe that the reference to "the market" is a general one. Axording to Mr. 

Redding, the cited publication was neither prepared for or at the reques: or =e Company nor 

prepared for or in the context of the telecommunications or utility indusmes. 

r -  

At page 35 of his rebuttal, Mr. Redding quotes from your testimony ana ixiicates that the 

Staffs disdhwance is based on an incomplete chain of logic. How do yoc. rts?ond? 

It is the Company that misses the point. As stated in my direct testimon:.. --L--STP+-C has not 

demonstrated that promoting its imagery in a favorable light will influence ~ W Z C  ;in business 

or residence access lines or customer decisions to purchase other discre:ioczT- ssyices.  .. 

Regulatory agencies have been fairly consistent in disallowing the cost of noz-Fmciuct, image 

or goodwill advertising for many years. In fact, the ACC disallowei X G - C * s  image 
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27 

3s 

. .  ad\.ertisin,c 217s:~ in the last rate c2se ( 9 e C 1 S i ~ ~  No. 55927. page 30. Dock-: X.;i_.. E-1 05 1-93- 

183). More rrxntly.  the Public Sen-ice Comnission ofUtah addressed this 1ss;is m d  rejected 

recovery o f s x h  costs inrates. as discussed ir, the follo~7ing escerpt from th- 3r:cr in USWC's 

most iecen: L-Iah rate proceedin?: 

To decids ihis issue we evaluate t u o  ppositions. The first concerr-5 \\-nether the 
ratepayer-benefit test remains appropriate. If so. the second asks whethe; rhe Company 
met its buxien to show that ratepayers did benefit sufficiently to permit recol-e? of the 
expense. Much of the Company's testimony argues that the ratepayer-t.er?efit test no 
longer is zppropriate, but we are not persuaded. The testimony does nct shon- why a 
regulate2 iinn's discretionary expendime to enhance its corporate irrage should be 
recovered from ratepayers. particularly R hen this Docket must be a-judzsd in the 
traditiona; regulatory manner. We therefore reaffirm our previous ruling Ax corporate 
or external advertising expense is not recoverable in rates. The C o q a y  has not 
shown uzambiguous ratepayer benefit. The argument that custoxxrs gain from 
advertising calculated to make them feel better about the Company is m t  psrsuasive. 
[UPSC Docket No. 97-04 19-0s. issued December 4, 19971 

Also. the L172shington Utilities and Transporration Commission issued a z  a rk :  in a USWC 

rate case (Docket No. UT-950200) ifi earl!- 1996. The portion of the or&: addressing the 

WUTC's firkings on image advertising is reproduced below: 

The Cormission accepts the Commission Staff proposed adjustment 10 ;?move the 
image ad\ ertising but not the allocated supervision. There appears to bs liale contest 
as to the specifics of the advertisements in question. Corporate image ack-ertising is 
not shou3 to benefit the ratepayers. It is appropriately disallowed in rtlephone rate 
cases. 
[WUTC Docket No. UT-950300, Fifteenth Supplemental Order] 

Nowhere in 'i I_:. Redding's rebuttal testinion!- does the Company provide a:- quantification 

of the effectii-zness of or ratepayer benefits dcrived from its test year e x p e x m x s  forimage 

advertising ci related support for sports sponsorships. 

_. 
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Q. -4t rebuttal szg? 37. h4r. Redding indicates that your proposed disallowanc? or' Ol>-mpic and 

sports sponscrship costs contain the same logic error as these activities "are reall! extensions 

of image ad\ xtising." Do you agree? 

I do agree m i 5  Mr. Redding that the Compan\.'s Olympic and sports sponsorship acti\rities are 

"extensions c i  image advertising" - that is why ACC Staff Adjustment C-27 combined the 

cost of these mivities with image advertising in quantifiing the S t a 5  s recommended 

disallowance. However. I disagree with the "logic error" comment. for the reasons discussed 

previously. 

A. 
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~ I FCC DEREGVLSTED SERJ7CES 

1 Q. 
- ? 

Referring to page 45 of MI-. Redding's rebuczi testinion!.. he states tha: h=. zrrees with the 

financial en6 result of the Staffs two adjustments to include the FCC d e r q z k e 2  products in 
- 
1 revenue requirement. but not u-ith your 1i1ethodolo~>-. Have you revien ed 5:: restimony? 

So. I am uncertain whether there really is an)' revenue requirement issue. ?er se. for the 

t A. Yes. It does appear that Mr. Redding and I agree on the "end result" but nol t k  ziethodology. 

- \ 

6 Commission to address. 

7 Q. What two adjustments is Mr. Redding refcrring to? 

S A. 

9 

10 

11 

.- 

13 

There are actually three Staff adjustments related to the FCC deregulated seD-ices issue that 

are discussed in my direct testimony. Bezinning at page 77. I discuss ACC S;ET4djustmexit 

C-17 which concerns the imputation of sufficient additional revenues to t s t l r e  that the 

earnings deficiency associated with FCC deregulated services are mt b o n e  (or cross- 

subsidized) by the remainder of USWC's Arizona customers subscribing to 5 s  Company's 

intrastate regulated products and services. 

11 

15 

16 

17 

At page 98. I also discuss ACC Staff .4djustments C-18 and B-7 which esciude USW-C's 

above-the-line recognition ofthe FCC Deregulated Services from the calculaticz of composite, 

intrastate jurisdictional separation factors used in computing the intrasratc share of the 

individual adjustments posted to rate base and operating income. 

1s It is these three adjustments that I believe Mr. Redding was intending to referace.  

19 Q. 

20 comments? 

21 A. 

Given the fiature of Mr. Redding's rebuttal testimony on this matter, do you nave any final 

Yes. At pages 98-99 of my direct testimony. I discuss the rationale for ACC StE-Adjustments 

B-7 and C-18 and state that the quantification of these adjustments S s r t x e d  that the 
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i I 

i 3 

6 

. .  - Commissior, n-ould adop: all adjustments proposed ic the direct restimon: CT z t  ampan: and 
the Staff. I go on to state that should the Commission ultimatei! re jec  or r c i s e  certain 

adjustments. i~ u o d d  be necessary to recalculate these ACC Staff adjustmscrs far consistency 

with other Commission findinzs. Because ofthe magnitude ofthe Staffs p rqcs25  adjustment 

for SOP 98-1 (internal-use software). it is imperative that these separatior a6j--snents (i.e.. 

.4CC Staff -Adjustments B-7 and C-18) be updated and revised to cor_I;7ml with the 

Comqission's final decisions on other ratemaking issues. 
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Eegiiming at ?age 3 of his rebuttal testinion! . A h .  Grate discusses the prp>fisds cf Staff and 

RUCO on th? recoverability of incenti\e cornpensation costs. Have 1 - a ~  rs-iev-ed this 

testinion;? 

Yes. I l m r e  reviewed Mr. Grate's rebuttal testimony. 

Referring to page 5 of Mr. Grate's rebuttal testimony. he indicates that he Coes no; oppose the 

removal of the test year expenses associated \vith LTIP, because this plan ha expired and been 

replaced with a plan that will not generate m y  operatins expense. Does this mean that *Mr. 

Grate is recommending that the test year costs of this plan be eliminated'? 

Initially, I interpreted this portion of hlr. Grate's rebuttal testimony as concilrring with the 

Staffs  proposed elimination of the test year LTIP costs. However, the responses to -4-CC Staff 

Data Request Nos. UTI 71-1 and UTI 71-8 appear to indicate otherwise. It seems that the 

Company nou- believes that the test year incentive compensation costs are. i--, total. below the 

level the Compny  believes will be ongoing. So. Mr. Grate did not recommezi! the tiimination 

of such costs. Based on this response. it appears that the Company is contnuing to seek the 

recovery of expenses it will no longer incur. which is inconsistent with Mr. Grate'. testinioiiy 

on this issue in the pending Xew Mexico rate case. 

. .  

At rebuttal pages 5 through 7, iMr. Grate describes his opposition to &e disallowances 

recommended by Staff and RUCO. Do you have any general comments o n  ths  testimony? 

Yes. As indiczted in my response to Cornpan!. Discovery Request US-W 2-3 8. it is my opinion 

that the ,48?. STIP and LTIP incentive compensation plans do not resul: in costs that are 

reasonable to be borne by the Company's Arizona ratepayers. While the xitionale for my 

opinions are ;resented in direct testimony. nij' conclusions are based on tii-0 bzsic premises 

that are first iztroduced ai page 39 of my direct testimony. 
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The incentiT e compensation plan costs that the Staff has recommeniiei x dlssliotved are 

primarily dri\ en by corporate-wide financial results or surveys of custone: z,erc=;.nons of the 

Company. In general teims, these corporate-wide goals and objectives do no: a c z ~ ~ s s  or define 

specific service quality measures or perfomiaxe expectations that are uniqw ;i' die specific 

work activic- of the indil idual Conipany employee or common goups of emFioJ-ees. which 

T.\ ould most directly motivate emplo) ee work. The Company has not dernorstrarei the desree 

to uhich the coqorate-wide goals and objectives have motivated the broad base of employees 

to perform at levels unlikely to be attained in the absence of such plans or that die plans have 

resulted in achievements benefitting Arizona ratepayers that could not b2\ e been attained 

without such plans. 

. .  

Q. To what degree has the Company-'s incentive compensation plans iq rox-ed  financial 

performance. cash flow, cost cutting initiatives, productivity or reduced capixi costs that 

would not have occurred in the absence of the incentive compensation pias ' :  

I am unable to provide any definitive answer to that question. Through a series 0 discoven. 

responses following the receipt of the Company's rebuttal testimony or- 5 s  issue. the 

Company was requested to identi@ and quantify this very informatior. [See Company 

responses to ACC Staff Data Request No. UTI 71-10 through UTI 71-14.] Tk Companq- 

senerally responded to these discovery requests stating: "Qwest does not possess <?e requested 

information. Qwest could not develop the requested information without a special study." A 

copy of these responses are provided as Surrebuttal Appendix SCC-2. 

A. 

Q. In your opinion, should the Company have had this type of informatior, readilJ- e\-ailable to 

provide in response to the Staff discovery? 

At page S of his rebuttal testimony, Mr. Grate states, in part: "Incentive corx1~er22:ion is used 

to motivate employees to, among other things. improve financial p e r f o m a c e  m i  accomplish 

strategic objectives." Although I did not necessarily expect information responsi-,.e to each of 

these discovery requests, I am rather surprised that the Company was unable tc >Tovide an>- 

A. 
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data to demonstrate the tangibie benefirs i t  implies hzs been realized in -Jlfz?:;a from the 

existence of chese incentive programs - thar n-odd not have been otheni is< z,-:;ieved - as 

support for the positions offered b! Mr. G r m .  

Q At rebuttal page 30. Mr. Grate also states: 

"Howex-e;. the point and purpose of financial performance incentike cc?mp=zsation is 
to motivate employees to achieve higher levels of financial perfomancc 5 a n  they 
would be motivated to achieve absent the incentive. When employees respcnd to that 
motivation and succeed in achieving better financial performance. c ~ p l o y e e s .  
shareholders and ratepayers all prosper tosether." 

Have any stxaies or analyses been prepared by. or for, the Company which dsxonstrate that 

employees have responded to this "motivation" and achieved better financiai p e z h n a n c e  than 

could have been realized in the absence of the incentive compensation plans? 

This question was posed to the Company through ACC Staff Data Request 1-0. UTI 71-23. 

The only information supplied by the Company was a two-page excerpt SOE 5~ 2000 Hay 

Compensarion Information Services report (the "Ha~7 Report") on short-tern ixznt ive  plans. 

representing a compilation of survey information from 196 participating corr_r:znies. This 

information was not specific to USWCiQwest and provided no direct evidznce zsablishing a 

cause and effect relationship between the specific financial objectives of :he Cozpany's  ABP 

or STIP and improved financial results. 

A. 

Although the narrative portion of the Company's response to ACC Staff Dara Remest  No. UTI 

7 1-23 pointed to this Hay Report stating that 50% of the companies sun-eyed jelieved that 

their short-rerm incentive plans were successful. the information supplied ako  S i c a t e d  that 

38% of the employees surveyed also belie\-ed that their companies' incentis 2 ?lans need 

significant improvement. 

Q. Referring to page 7 of Mr. Grate's rebuttal testimony, he states that "... n o < - - g  justifies 

disallowing fhe cos1 of the incentive compensation of that employee because rrie work the 

employee does cannot be divided between work for incentive pay and work for z;i other forms 
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A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

of compensxior:,.” Have ]r ou suggested tha; the disallowance of the ccs: 2’ r5t Conipan? .s 

incentiJ-e conipensation plans can be justified on this type of basis? 

No. I have not. Through the disco\ ery process. the Company did ask me 2 x ia t td  question 

(i.e.. CompaiJ- Discovery Request USW 3-1. The full text of that questior m2 mj response 

is reproduced as Surrebuttal Appendix SCC-4. 

At rebuttal pa,oes 9-13. Mr. Grate introduces and discusses an illustration. -4: page 9. he 

indicates that this illustration will “demonstrate mathematically the proccss b). which the 

benefit of improved financial perfoLnnance inures to rztepayers.” Havs J-OE rsl-iswed that 

illustration? 

Yes. 

At page 11 of his rebuttal testimony. Mr. Grate’s illustration assumes that 21e two utility 

companies will end up paying exactly the same level of compensation tc L~e l r  respective 

employees. IT-as it Mr. Grate‘s intent to imply that USWC/ Qwest would h2x-e historically 

paid its employees exactly the same level of compensation with or withour 5ie incentive 

compensation plans? 

No. According to the response to ACC Staff Data Request No. UTI 71-15. <le y r p o s e  of this 

presentation was purely for illustration purposes. As a result, it should not Se ktsrpreted as 

a representation of the relative impact on the Company’s financial results - i3irh or without 

inceEtive compensation plans. 

In the context of this illustration. was it Mr. Grate’s intent to imply tha: ~ h ?  expenses of 

USWC/ Qwest halie always been lower historically as a direct resui: of its incentive 

compensation plans? 

No. Tbis question was also addressed by the Company‘s response to ACC S;zE9a+ia Request 

No. UTI 71-16. A4gain. this presentation was purely for illustration purposes a d  should not 
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be consiaerei indicative of the Conipan>-'s operations - uith 0: n-i:kxx incentil e 

compensati or. >lzns. 

Q. Mr. Grate pro7:ides the following statement at page 23 of his rebuttal tesrimor.) : 

.-Qu-est adopted the CVA as a measure of service quality because the Companj 
believes ir directly measures customer satisfaction. Mr. Carver apparent!>- b=iisves that 
as nieasu-es of service quality. surveys are inferior to direct measures. Placizr - his omm 
judgement about the best way to measure service quality above the judsement of 
Qwest's management. Mr. Carver concludes that management use of sun-=>-s instead 
of direct nxasures justifies disallowance. While Mr. Carver ma>- prefer direct 
measures of service quality. he has not shown why his own judgenienT should be 
substituted for the judgement of Qwesi-s management in deciding how t~7  measure 
service cjllality for purposes of paying incentive compensation. Nor has he offered 
substantial reasons that would demonstrate that service quality surveJ-s are iefective 
as measures of service quality such that they justify a disallowance. -. 

Do you have any comments concerning Mr. Grate's rebuttal testimony on this subject? 

Yes. I have not attempted to place my judgement above that of the Company's xanagement. 

as Mr. Grate suggests. Instead. I have reviewed the structure and objectives of:& Company's 

incentive plam and provided a recommendation to the Commission as to u-he:htr such costs 

are reasonable and should be borne by the Company's regulated customers. It is the 

Commission that will render a judgement on this issue, not I. 

-4. 

It is true that I believe that the CVA surveys are inferior to direct measures of sen-ice quality. 

This opinion was not formed in a vacuum, without considering information cnique to the 

Company's survey process. as Mr. Grate seems to imply. According to the res?onse to Data 

Request KO. UTI 26-4. the CVA was not initially developed for compensarion purposes. 

Instead, the CT7-4 survey was to '-help marketing and operations assess the com;any's relative 

strengths ana n-eaicnesses versus competition to make changes based on custorntr input." The 

primary applications for the CV,4 included: marketing, strategy. operations impri?\-ements and 

new produc: opportuniq assessment. 
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The respons? 10 i'T136-4 also stated that the CT7.4 was introduced into corr-F=;lsa;ion in 199s. 

abour t n  o ~ - e z - s  after the initial CV.4 pilot ;:?gram. in order to reflect: 

1 .  direct custonier feedback on overall jxrformance using surveys. rzLhci Than internal 
measures. 

3. a compzricon of the Company's perfoximce versus competition, 
3. the Compan!.'s relationship with its customers (service quality, price. ? rdncr .  brand) and 
3.  future mefiet performance. 

So, by integrating the CV,4 surveys into the incentive compensation strucrwe. The Company 

explicitly eliminated the more traditional measures of service quality from dirsc: consideration 

in exchange for customer and non-customer perceptions of the Company. 

In this contest. the Company's response to UTI 26-3 provided additionai iplormation of 

interest. First. customers who do not have an)- interaction (Le.. service installations. changes 

or billing quesrions) with the Company give the Company higher ratings dim customers with 

recent interactions. Second, those customers with recent service imsracrion rate the 

Company's performance 5 1 0 %  lower. T ~ i d ,  nearly 40% of the Compaiy's residential 

customers do not ha1 e any service or billing interaction with the Company ciurizg a six-month 

period. Four5. brand or non-product advertising is viewed as one of the ke>- SriT-ers in creating 

value and can significantly enhance brand reputation and impact CVA scorss. 

So, the CVA surveys reflect perceptions that can be significantly influenced b>- interaction with 

the Company and by brand advertising campaigns. More "traditional" measures of service 

quality address the Compariy's ability to get ths service installation or repair done right the first 

time and in a timely manner. 

Q. At page 23 of his reburcal. Mr. Grate states: 

"Instead of complaining that the 1999 STIP and ABP did not pay our or, dxee of the 
five service quality measures. Staff should approve of the discipline with ix-hich Qwest 
executed irs incentive compensation plans. The total cost of incentive compensation 

UTILITECH, INC. 41 



1 
3 - 
1 -' 
3 
5 
G 
7 
I 

8 

9 

10 

11 

13 

13 

14 

5 

16 

17 

18 

19 

20 

21 

22 
23 
24 
25 
26 
27 
25 
29 
30 
31 

Surrebuttal Testinion?. of S ~ ~ ~ . - ~ i ~  C. Carver 
Docket YQ. T- 1 25 1 B-99-105 

in the tes: year is substantiall? less than i: would have been had all s2ri:;z qualiq 
targets been met. This lower level of cost shows that Qwest's incentivz xz:xnsation 
plans ha-e  teeth. Instead of being grounds to disallow the service quali? ccniponents. 
this test !-ear cost savings resulting from rigorous application of the s : m i ~ ~ C ' s  in the 
plans should be grounds for applauding the high standards of sen-ic? sxality the 
Qwest's plans have set and enforced." 

Do >-ou care to respond? 

Mr. Grzte offers some interesting observations. but none that are p a x ~ c d d ~  usehl  in 

assessing the reasonableness of the service quality components of the C o r n p q - ' s  incentive 

plans. As indicated in the response to ACC Staff Data Request No. UTI 71 -25. ?\-en Ivfr. Grate 

is not suggesting that it would have been reasonable or acceptable for the C o c p n y  to apply 

its own service quality standards in any way other than rigorously. An: oihzr application 

would have made a mockery of the process. 

A. 

The perceptions of customers and non-customers throughout the CompanJ- '~ 1I-State service 

territory does not directly address the quality of the service actually render& ai delivered in 

the State of Arizona. To the extent that Arizona customers are being asked 1~1 _=..q- for the cost 

of improving service quality, both the costs sought for recovery and the improx-exent in quality 

should be based on Arizona operations -not costs or improvements in other Sta:zjurisdictions 

much less Company-wide perceptions that may not directly translate into ihe Frovision of 

higher qualic Arizona service. 

Q. Referring to the bottom page 23 and the top of page 24. Mr. Grate states in rejuttal: 

'.Mr. Caner's argument that the service quality component of the STIP and ABP 
should be disallowed because the plans are too heavily weighted tow 2~5s 5nancial 
criteria makes no sense. First. Mr. Carver offered no reason why the ?iz-s' service 
quality components should be considered poisoned by the financial ccxponents. 
Further. in an attempt to support his position. Mr Carver measures the ti e:gzzng of the 
payout instead of the weighting of the plans. Because Qwest conscientious:) enforced 
the servicc quality standards in the plans they paid out relatively litde for service 
quality. Consequently. the 1 999 plan payouts are weighted more hezif:? towards 
finmcials than are the base line criteria in the plans themselves. Inexziicably. Mr. 
Carver mould have the Commission disallow the service quality corr,For=nts of the 

. .  
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STIP and .ABP because Qwest applied then u-ith riser- and the result is E r&c?ri\-ely low 
payour. IL?; service quaiity in the test >-ear." 

How do you rsspond? 

It is true that the Company paid out h s  for the "service" components o f r k  .G3P and STIP 

during 1999. 'cecause the objectives %-ere not achieved. Hokvever. these plms =e so heavily 

weighted to\vards financial criteria that excellent financial results could l z g d y  overcome 

unacceptable service quality in determining plan pay-outs. 

A .  

Referring to pages 45 and 48 of my direct testimony. the STIP and ,M3P contain a 60% 

weighting of corporate financial results. Ignoring the portions of the Individuai Business Unit 

objectives included in the ABP that are also reliant on financial results, emplo>-=s participating 

in the Compan!;'s 1999 STIP and ABP could still achieve a near-targe: real bonus from 

exceptional fxancial performance even if no bonus is achieved for service qlzlity. 

Q. 
A. 

How did you make this determination? 

Confidential -4ttachment J ofthe response to .ACC Staff Data Request No. L-TI 60- 1 1 indicated 

that the maximum financial component pay-out for the 1999 STIP was m. Sincc 60% of 

both the STIP and ABP are based on corporate financial measures, emploq-ees could achieve 

a pay-out (i.e., 60% financial weight times 111 maximum achievemem) as compared 

to a 100% pay-out if the targets for both the financial and service qualiQ- components were 

met. Clearly. the weighting of the plan is an important factor in d e t e r m i ~ g  plan payouts. 

Q. Mr. Grate also provides the following statement at page 34 of his rebuttal tcs;imony: 

"Finally. Mr. Carver observes but fails to acknowledge the significance of5ie fact that 
company wide measures of service quality performance include Arizom aiiong the 14 
states mesured. The weighting of the service quality results reflec:s rhe size of 
Arizona's operations in proportion to the size of the Company's 14 s t x e  operations. 
Likewise. the cost of these plans charged to Arizona operations reflecx orily the cost 
of Arizona operations. not the cost of the Company's total 14-state operation. Mr. 
Carver m ~ y  prefer that the Company operate 14 separate incentive compezszTion plans, 
but his preference is hardly justification for disallowing their costs.'' 
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S and STIP. 

Do you ha\-e an!. comments on this testimony? 

Yes. The Companjr’s .qrizona test year operating expenses include an diocsrian of the cost 

of the 1999 .ABP and STIP incentive compensation plans. The costs of 5 s s e  plans are 

considered iil the development of the Company‘s overall revenue requirsmer and based on 

corporate-u-ide targets and objectives. not Arizona specific targets and obj ecrix-es. Both the 

financial and service quality measures. not just service qualitv, are based m Company-\vide 

objectives. So. my concerns in this regard apply to both of these major elsxecrs of the ABP 

9 Referring to the responses to ACC Staff Data Request Nos. UTI 18-26 an2 ,TI 25-5, the 

10 

11 

12 

financial components of the Company’s incentive plans are based on coq?orz= results. not 

State results. Although individual State operations are part of the total c o ~ o r z r ~  operations. 

the Company has indicated that individual State results are not separate!>- trscked, are not 

specifically considered and are not available. - 7  
3 

13 

15 

16 

17 

Similarly, the response to Data Request No. UTI 18-27 indicated that the stn-ice quality 

Components of the incentive plans are also based on total Company rnersaxnents.  More 

specifically. item (c) of UTI 1 8-27 sought additional information comparin,o Lie rslative service 

quality achievements of the Arizona operations with the Company‘s consoiiCzrtd operations. 

1s  The Company responded by simply stating: “No state results are used fo; ;he caicu1ation.‘- 

19 

20 

21 

I- 7 3  

23 

23 

Since Arizona only represents about 15% of the Company‘s consolidate? exrations. the 

corporate-wide benefits alleged to result from these plans (e.g.. irnprovexexx in financial 

condition or perceptions of the Company) are not necessarily realized or reaiizzbie in Arizona 

- because Arizona does not necessarily mirror the Company’s consoliizrte operations. 

However. the accounting allocation of the costs of these plans basically assLmts <:at Arizona’s 

achievements and benefits are proportional. 
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Q. 

Incentive ? l a s  are typically designed to motivate or improve emplo\.ee p c f ~ , , m l z ~ c e .  Because 

the C o m p q - ' s  Arizona operations are onlj- about 15% of the consolidate2 qxra;ioIis. stellar 

(or dismal 1 performance in Arizona would likely have limited impact 0:: r k  consolidated 

results under the incenti1.e plans. '4s a consequence. i'irizona emplo? ~ 2 s  c2uld perceive 

diminishei incentives because the State's results are commingled with an2 Zilcrsd by those of 

the other i ?-State operations, either positii-ely or negatii-ely. 

Based on the responses to discovery submitted during this proceeding, the Comzaiy has stated 

that it does not maintain and has been unable to otherwise supply the infcaE;!on necessary 

to compare -&+zona's achievements relative to those of the total Company orera-ions. Because 

of the strucme ofthe incentive plans and the cost allocation process emploJ-ed. exployee pay- 

outs and the apportionment of costs to *4rizona are not based on the Ecancizl or service 

achievements attained in Arizona. 

Turning to Mr. Grate's rebuttal testimony beginning at page 25. he cfricizss the Staffs  

position on tine business unit component of the ABP as follows: 

'-Mr. Can-er. on the other hand, asserts he is unable to reach any conclusior &out any 
of the business unit goals because he lacks sufficient information to eveiuate the 
reasonaoieness of the business unit component of the '4BP. He makes thls eiiegation 
despite (ne fact that Attachment H in the response to Data Request 1-0. UTI 60-1 1 
contains over 60pages of information that cover each business unit that c h q e d  costs 
to Arizona regulated operations. He asserts that in order to render an opinioz he must 
have copies of communications by business units to employees about ths business unit 
goals and takes Qwest to task for not providing it. [Carver, p. 50. line 16 TO page 5 1 
line 21 Because he did not get what he wanted, he proposes to disallou all ~7f the cost 
of the business unit portion of the ABP. [Carver, p. 49, line 10 to page 5 1 line 2.1" 

"Exhibits PG-2 and PG-3 respectively are the responses of which I.k. Carver 
complaim to Data RequeSt No. UTI 53-01 and Data Request No. UT! 50-1 :. To the 
best of m: knowledge and belief. the responses provided to these data requesx are true 
and correct. They apparently provide enough detail for at least one wiaess  3ostile to 
Qwest t G  render an opinion on them." 

Do you care to respond? 
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Yes. Mr. Grate‘s rebuttal testimony only discusses part ofthe story under_: - -  :x rhc business 

unit component of the ABP. ACC Staff Daia Request No. UTI 51-3 sG:s!ii infomiation 

concerning the incentive compensation plans offered to U S WEST. Inc. ;=rsonnel in 1999. 

ACC Staff Data Request No. 60-1 1 was submitted to update the Compan! - 5  cxller response 

to ACC Staff Data Request No. 2-17 for information on the COIX-ZTJ--S incenthe 

compensation plans in effect during calendar >ear 1999. Mr. Grate fails ii‘ xenlion that the 

responses to these two discovery requests were received by UTI on J u l ~  Z 1 ~ 2000 - days 

before the filing of Staffs direct testimony. 

Mr. Graze chose to attach the responses to ACC Staff Data Request Nos. CTI 55-2 and UTI 60- 

1 1 to his rebuttal testimony as Rebuttal Exhibits PG-2 and PG-3, respectivei>-. _Although these 

rebuttal exhibits are voluminous, the specific business unit information is i z &  limited to a 

u general listing of the performance targets, weighting factors and achieved x d t s  for the 1999 

plan year. In some instances, this data provides an explanation of the b u s k s s  unit targets 

while other business unit summaries only provide a “one line” listing of ea:? objective. 

‘IB 

As stated in my direct testimony, the Company has not supplied any speci5c documentation 

of its communication of these objectives with the employees of each busins5 unit. It is my 

contention that this type of employee communication could be of value in assssing the linkage 

of the business unit objectives with the work actually performed by the respec:ive employees. 

Without such data, it is impossible to determine whether such communicziions conveyed 

meaningful information. 

In order to further evaluate Mr. Grate’s rebuttal testimony and follow-up ths rzsponse to ACC 

Staff Data Request No. UTI 60-1 1 ( Rebuttal Eshibit PG-3), ACC Staff D a z  ieques1 No. UTI 

7 1-3 1 sought additional information concerning the general duties. resxmimi t ies  and 

business objectives of each individual business unit. In my opinion. this i-;ziination would 

have provided another approach to assess the linkage of the ABP business u e r  objectives with 

.~ ... . 
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. .  the overall Cuiies and responsibilities of each business unit through Lvhi2:: -11s Conipan>.'s 

employees report. Unfortunately. the Company response basically in5;xcd that this 

information x ~ a s  not centrally organized and was not available without a s?scid study. The 

response to -ACC StaffData Request No. UTI 7-3 1 is attached as Surrebuttal A;?=ndis SCC-3. 

Q. -Are there ZJ- fiather comments associated with 4 C C  Siaff Data Request To .  UTI 60-1 1 

(Rebuttal Exhibit PG-3 j? 

Yes. This rssFonse contains duplicate information for 13 business units and &rz for 3 business 

units that are not allocable or assignable to Arizona. In order to further con:-?>- :he complexity 

of the Companj.'s incentive process. expenses for i 1 business units do not cr,gixte 3t USW-C. 

but rather at affiliates of USWC whose costs are separately allocated to L-5U-C. 

,4. 

. .  

Q. Do you have any final comments concerning Mr. Grate's rebuttal testimoq- on incentive 

compensation? 

Yes. On September 6. 2000, UTI received a copy of the complete 2000 E k j  Compensation 

survey discussed previously in response to ACC Staff Gata Request KO. LTI 72-1. One 

portion of this report outlined the reasons that management and employees x-izu-ed the plans 

(short-term and annual incentive plans) as needing improvement. These '-reasons" are 

reproduced below: 

A. 

Among the reasons that management views plans as needing improvemenr 2:s: 
inadequate -'line of sight" to individual effort: 
payout' pay insufffcient: 
insufficienr tie-in to individual performance; 
no differentiation between individuals (one size fits all); 
v coals are Enattainable (management trust issues); 
inadequate communication of plan objectives. 

Among the rezisons that employees view plans as needing improvement are: 
inadequate line of sight to individual effort: 
poor payout history or rewards too low to incent performance; 
plan desigr, complicated. hard to understand. or inadequately communiczired: 
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lack of indi\.idual performance measures: 
percepticx of unfairness: and 
goals set a x  unrealistic. unattainable 

[ACC Staff Dam Request No.  UTI 72-11 

According to rhe responses to se\.eral discoyery requests received by UT: s;1 September 1. 

2000: the Company modified its ABP in January 1999 to incorporate objscri\-es from the 

Performance Bonus Plan. [See responses to ACC Staff Data Request Nos. UTI -1 -37. UTI 71 - 

38 and UTI 7 1-39.] The following excerpt \\as obtained from these responss.  n-hich believe 

supports m j  concern: 

"Results adjustment for PEP" [as reflected in the confidential business L--I kiormation 
supplied in Rebuttal Exhibit PG-31 refers to an adjustment made for O ? ~ i ~ ~ i o n s  and 
Technologies (O&T) managers on their quarterly Performance Bonus PIC- (TBP). 

O&T established the PBP for the majority of O&T managers in Jan=? i999 as a 
replacement for the Annual Bonus Plan (-4BP). Budget for the PBP C Z I Z  from the 
budget that would have otherwise been used for ABP. The aim of tk P 3 P  was to 
focus OgiT managers on improving keJ- metrics like, for example. hzid srders and 
missed commitments. . . . 

The PBP for 1999 had 23 separate sub-plans: one for each of the 14 states and 9 others 
for centralized and headquarters functions. The intent of having sub-plms was to 
closely link managers to performance in jurisdictions and functions the>- szn-ed. . . . 

As indicated at page 42 of my direct testimony. I have not proposed any disallowance of the 

cost of the Performance Bonus Plan. Based on the above responses: s e v c A  of the ABP 

business unit objectives were modified in 1999 to tie-in with the PBP in or&: TO --focus OBiT 

managers on improvins key metrics like. for example, held orders and missel  commitments." 

As a result ofrhis information, I am continuing to review this recent discol.2:: i,7- conjunction 

with the quantification set forth on ACC Staff Adjustment C-12 for possibie _-_ <---- .ner revision. 

Any modifications will be supplied upon the completion of my review. 
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FBLS8'7 PENSTON ASSET 

1 Q. 
2. A. Yes. I have. 

Have you rex-ie\v the rebuttal testimony of Mr. Grate on the pension assez issue? 

3 Q. 

10 

11 A. 

12 

13 

14 

On paze 42 of l i s  rebuttal. Mr. Grate testifies as follows: 

'-One of the fundamental accounting concepts that first year accounting srudents learn 
is that all assets on a balance sheet must be funded by liabilities or equiq-. Because 
Qwest camot withdraur funding money from the Pension Trust for negstil-e expense 
and must. instead. debit the Pension Asset. the source of funding for the Pension Asset 
is Qwest's investors who provide the money to fund debt and equi? on Qwest-s 
books." 

How do you respond to this statement? 

This statement is curious. It is true that fundamental double-entry accounti;?,c is based on the 

concept that debits equal credits. It is also true that, on the balance sheet. total assets must 

equal the total of liabilities and equity. However: Mr. Grate's implication that only investors 

supply debt and equity funds to support the pension asset is an oversimplificztion. 

15 

16 

17 

18 

First. a substantial component of the "equity" recorded on the balance s h e s  is comprised of 

retained earnings or cumulative income retained by the Company. If the negative pension 

credits have not been flowed through to the benefit of ratepayers, those pension credits would 

have increased the recorded income and, theoretically, resulted in higher rezained earnings. 

19 

20 

21 

-I 73 

2; 

~ 24 
25 

Second, Mr. Grate oversimplifies the accounting process. According to the response to ,4CC 

Staff Data Request No. UTI 69-12, the average year-to-date Intrastate net imzstment at May 

2000 used for the charts at page 9 of Mr. Redding's rebuttal is approximateiy S 1.63 billion. 

However. the average Intrastate debt and equity capital from the same 1990 Report processor 

supplied in response to ACC Data Request No. UTI 42-2 S 1, -4ttachrnent H. is about of $1.33 

billion. Clearly. the debit side of the balance sheet equals the credit side oft'ne balance sheet. 

but the process of matching debits with credits is not a simple as that implied by Mr. Grate. 
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Q. Referring to p q e  40. Mr. Grxe makes the following statement: 

"As I espizined in my testimony concerning incentke compensation. rars?z:. 2:s alwaj s 
benefit from decreases in costs reflected in regulated results of operations x d e r  cost 
of service regulation. Pension Credits are negative costs that reiuc? rwenue 
requirement. Because every financial period is a test period (regardless of ;\-hether it 
warrants a case before the Commission). e\ ery dollar recorded as Pensior Credit has 
a direct effect on revenue requirement. If reJ-enue requirement changes emzgh. a rate 
case and a rates change will be warranted. But whether or not a rate case occurs, and 
regardless of the outcome of the case. rarepayers always benefit from I:?? revenue 
requirement dampening effect of Pension Credits." 

Do you agree'? 

4 .  No. Mr. Grate posits that "ratepayers always benefit'' from the Compan>-'s recording of 

pension credits. It does not seem to matter that the pension credits may flucmare significantly - 
from year-to-year, but ratepayers "always" benefit. If the Coinmission cor,curs with this 

theory. then the "as recorded" approach to ratemaking should be symmetricai. If pension 

credits "always" benefit ratepayers. would it also seem that positive expenses rscorded by the 

Company are always recovered when recorded "because every financial period is a test period 

(regardless of whether it warrants a case before the Commission)". Interesting!>-. Mi-. Redding 

does not appezr to concur. as he has proposed a rate rider or tracker to c a p m e  the annual 

change in revenue requirement associated nith the adoption with SOP 98-1. 

Q. At rebuttal page 47, Mr. Grate states: 

"Ivlr. Caner 's  testimony is careful to couch his advocacy concerning the reconciliation 
requirement as his opinion. Mr. Carver's opinion-that the Company bears 2 burden of 
demonstrating through a reconciliation that cumulative Pension Credits (the negative 
pension expense) have been flowed through to its ratepayers-is not a ,oeneraib.- accepted 
ratemaking principle. If it were? then the other elements of ratebase that are created by 
expense accruals (Accumulated Depreciation and Accumulated Deferred tzxes) would 
also be subject to the same burden that Mr. Carver would impose on the Pension Asset. 
In fact, his position directly violates nidely accepted ratemaking s tadards  by 
contravening the rule against retroactive raremaking." 

Do you care to comment on this testimony? 

Yes. First. the Company has the initial responsibility to present a prima facie :=e to support 

its requested rate relief. Once that case has been challenged, I believe that the burden does 

A. 
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shift to the Company to demonstrate that it has a right to include the pensior ~ S S = T  in rate base 

- a burden tha: I do not believe that the Company has carried in this proceziinr. 

Second. this Commission detemiines the “generally accepted ratemaking prLyci?ies“ that apply 

in Arizona. In the last USWC rate case. this Commission concurred with rn: rsrimony on this 

issue and exciuded the pension asset from rate base - concluding that .’the C a m p ~ l y  has not 

presented sufricient evidence to clearly demonstrate that its shareholders k 1 . e  a&-anced the 

excess pension amounts.” [.4CC Decision No. 58937. page 51 As indicae2 a; rebuttal page 

53. Mr. Grate and I hold different opinions concerning the Commission‘s ? E t  findings. 

Third, Mr. Grate seems to be critical of the fact that I express my opinions ;3 r&mony. This 

is a rather odd comment. particularly since a witness can only offer facrs cr opinions. I 
suppose that Ilr. Grate only likes the opinions that are set forth in his r ebux l  Testimony. 

Q. At page 48 of Mr. Grate‘s rebuttal. he states: 

“Mr. C m e r  asserts that the widely accepted presumption that accrued s q ~ r , s e s  have 
been recol-ered or flowed through in rates does not extend to Pension -4sst:. [Carver. 
p. 132, line 24 through p. 133, line 21 However, he fails to offer any sour-,6 ;sason why 
Pension P,sset should not be subject to the same ratemaking principles t k t  po\*ern the 
other elements of ratebase.” 

On rebuttal pages 51-52, Mr. Grate further addresses your proposal uS;-,g an analogy to 

reconciling the balance of the accumulated depreciation reserve. How do :-ou respond? 

I do not agree that such a reconciliation would be necessary or appropnizs nith regard to 

accumulated depreciation reserves, which I address briefly at pages 12’7-128 a d  132-133 of 

my direct testimony. 

A. 

Costs incurred by a regulated entity are often presumed to be covered 2;: zxisting rates. 

regardless whether the cost of service study underlying said rates included a - T T S - ’ ~  - *,IC allowance 

for those unique costs. Inmy opinion and experience. this presumption is bzs t i  m r h e  premise 

that cost based utility rates are considered to be just and reasonable until suck %e 2s a moving 
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 pa^ caxiss its burdec to establish that said rates are no longerjust and i ~ ~ ~ ~ ~ b i e  (i.e.. either 

too high or too iow). 

Pension acwunting changed dramaticall>- n-ith the adoption of FAS 57. Pricr 10 that change. 

most compaiiies (including USWC) based the amount of pension costs disLfbuted between 

expense and capital accounts on the level of contributions actually made to <?e pension fund. 

Since the adoption ofFASS7, USWC begsn recording negative pension cosis that can and does 

vary significantly from year to year. [See the table on page 1 18 of my direct rcstimony.] 

Simply because the Company recorded negative pension costs. should re= ~11tatcrs i assume that 

ratepayers have fully participated in and enjojzed lower rates as a direct resul; of the decrease 

in recorded costs? If so, does that participation justify increasing rate base so Ihat the utility 

can earn a return on those "negative" costs through the pension asset? A4s discussed in direct 

testimony. I do not believe that those questions should automatically be mswered in the 

affirmative. 

--- 

The Company has sought to include a pension asset in rate base that arose from this accounting 

change. In order to substantiate the inclusion of the pension asset in rate base. the Company 

has argued that the associated pension credits have been flowed through to rhe benefit of 

customers. thereby resulting in lower rates and investors being out-of-pocket for the 

cumulative amount of the pension asset. In order to substantiate the claim for rate base 

inclusion, particularly in light of the history associated with pension accounting, I have 

proposed that the Company be required to clearly demonstrate that the cunulative pension 

credits flowed through to ratepayers equal or exceed the cumulative pensior_ assset proposed to 

be included in rate base. 

Certainly, regulated entities employ accrual accounting for purposes of recording depreciation 

expense and maintaining the accumulated depreciation reserve. The depreciatioa accruals also 
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vary from j . c x  to yea:. However. unlike pension costs. the typical accounrng TL7: depreciation 

that is does not i-esulr from a radical change in accounting. leading to an nev,?-iJ- LLL--LL --”?-=.^ Lsset q 

not direct]!- ”cash affecting” but which the company seeks to include in r 2 t ~  k s t .  

Depreciation accrual rates change periodically and the level of depreciable T i a n t  generally 

increases over time. However, the depreciation accrual process has existed far z a n y  years and 

has not experienced the radical accounting change fostered by FASS7. -A!so. represcription 

chanses have often been accompanied by rate proceedings, comparable 12 the current 

proceeding: unless the parties desired that the accrual rate change be implemezred outside the 

context of a rate proceeding. 

I have not susgested or recommended that the recovery of each and eveT cos: nserv ice  item 

should be reconciled with past ratemaking decisions in establishing the cos; af service for 

future periods. However, if ratepayers are to be required to pay a TSPLI- through the 

ratemaking process on a pension asset balance (resulting from the recordation of negative 

pension costs). I believe that regulators must be assured that ratepayers h ~ v e  fully enjoyed 

reduced rates or somehow been provided the benefit of the negative costs resulring from the 

adoption of F.4S87. In ~s context, the change in pension accounting ana *e requested 

inclusion of the pension asset in rate base requires a demonstration of r a t e p a y  benefits. as 

discussed previously; otherwise the pension asset should be excluded from razz base. 

Q. 

A. Yes. 

Does this conclude your prepared surrebuttal testimony? 

UTILITECH, INC 



REPRODUCTIOK OF THE RESPOXSE TO USWC DISCOTTER'S. 

XEW MEXICO PUBLIC REGLLATORY COMMISSION 

DOCKET NO. UTILITY CA4SE 3008 

USW 02-202: In reference to the Direct testimony of 11r. Carver at pg. 2 1 lines 7- 1 S. pl=?se pro\ ide the 

authority, regulatorq cammission orders. textbook passages. accredited scholarly writinp. leg2 zases and other 

materials supporting 3ir. Carver's assertion that in order for the ratemaking equation to funcr1c.n properly the 

components of the equation. in part, "must be reasonabl! representative of ongoing levels". Please provide 

copies of the supporting material. 

Resnonse (Carver): Staff objects to the request because the request as posed is over!?. broad and unduly 

burdensome. Mr. Can-er based the cited testimony on his prior regulatory experience. spanning a period of 

almost 23 years. Tne process of exhaustively searching UTI files and reproducing copies of related materials 

has not been done ana would entail the commitment of unreasonable resources. 

Specificaliq- preserving and without waiving the stated objections, Staff pro\-ides the following 

response in the spirit of cooperation. See pages 3 through 5 of Mr. Carver's direct testimony as well as the 

responses to USW 1-19a nd USW 1-1 60 for specific information concerning Mr. Carver's professional work 

experience in the regulatory field. Although reference material may be obtained and resieved from time to 

time, Mr. Carver does not maintain a compendium ofthe specific information sought by the inierrogatory. Nor 

did Mr. Carver specifically rely on any particular documents covered by the interrogatory in pre?aring the cited 

testimony. While the following excerpts on this subject appear in publications in the possession of Utiljtech, 

it should be noted that Mr. Carver does not necessary concur with the compblete writings of the identified 

authors: 

The Reoulation of PuSiic Utilities. D 196. Charles F. Philli~s. Jr.. Julv 1993. 

- 3 n e  company, with the concurrence ofthe commission or its staff. rn il! generally 

select a -;est year,' frequently the latest twelve-month period for which complere data are 

available. The purposes of such a test year are as follows. In the firs; pir:e. the 

commission's staffmust audit%e utility's books. For rate-makingpurposes. on!! just and 

reasonabie expenses are allowed; only used and useful property (with certain e x c q i o n s )  

is permirted in the rate base. In the second place, the commission must have z h s i s  far 

estimating future revenue requirements. This estimate is one of the mest diffcult 

problems in a rate case. A commission is sening rates for the future, but it has only past 



Surreburri Appendix SCC- 1 
Page - c7r - ?. r 7  

experience (eipenses. revenues. demand conditions) to use as a guide. ‘ P h i l ~ s ~ u k i ~ ~ l l ~ .  

the Strict fesr year assumes the past relationship among revenues. costs, and ne: ir,\.esment 

during the test year will continue into the future.’ [footnote omitted] To the exten; that 

these relationships are not constant, the actual rate of return earned by a utilin ma? be 

quite different from the rate allowed by the commission. [footnote omitted] For man? 

years, commissions have adjusted test-year data for ‘known changes’; that is. a :hange 

that actually took place during or after the test period (such as a new wage agreement that 

occurred toward the end of the year). More recently, due largely to inflation. 1 few 

commissions have modified the traditional historic test-year approach by using a f o w  ard- 

looking test year (either a partial or a full forecast) [footnote omitted] or by perminins pro 

forma expense and revenue adjustments.” 

The Regulation of Public Utilities. p 407. Charles F. Phillips. Jr.. Julv 1993. 

”Tne commissions use several methods to deal with the problem of axi t ion 

(inflation). First, they may modify or replace the historic or past test-year method by (1) 

adjusting historic test-year data for ‘known changes;’ [footnote omitted] (2) using i! -:.ear- 

end’ rate base. rather than an ‘average’ rate base, for the test period; [footnote omirted] 

or (3) using a fully ‘projected’ or ’forecast‘ test-year approach. [footnote omitted, n h i l e  

a year-er,d or projected rate base is more representative of the future period foi v-hich 

rates are being set, a year-end rate base creates a mismatch unless revenues and expenses 

for the test year are adjusted to reflect year-end conditions.” 

Other publications include: Rate-Makine Trends in the 1980’s, Public Utilities Repom. Inc.. Publishers. 

December 1988: Public Utilitv Accounting: Theorv and Application, James E. Suelflow. 19T9. In addition, 

Utilitech’s resource files include numerous regulatory orders and decisions, some of which address the subject 

matter ofthis interrogatory. Further, Mr. Carver has been responsible for developing and presentins regulatory 

training programs for commission staffs and consumer groups, including the discussion of tezr ? ear matching 

and consistency issues in the context of the ratemaking formula. 



. -  e. Please p r c - ~ i e  a copy of a l l  supporting documentatioc r e l i e -  zszz I n  
resFcndisc to this r e q u e s t .  

RESPONSE : 

_ .  a. QWeSt does Z Z Z  p o s s e s s  rke  requested informaZion. Qwest ccc-z xzz  
develop t h e  req:ested :?.fcrx~zLor without a special stcdy. 

_ _  
c. Qwest does zsz ~ossess =_;,e r e q u e s t e d  infornation. Qwest cou-z z z z  
de-Jelcp the r e q ~ e z z e 2  i ~ f ~ r ~ i a ~ i o ~  without a spec iz l  s tudy.  

d. See response z s  (c) 

e. see response -3 (a) anc (e) 





r -  - RZQLiZST NO: i - -  

e .  ? lease prs-r ide a copy of all supportincj documentation re l iec  :=ST- in 
responding to this request. 

RESPONSE : 

a .  Q w e s t  2oes T-sz >assess the r e q u e s t e d  ;nrorr..ccion. Qwesc ca':-z fzz 
develcp the r e q - ~ e s t e d  in ror r ,azrcn ~ % t h o u ~  a s p e c i a l  szudy. 

b .  S e e  response z c  ( a ) .  

c .  Q w e s t  does =sz  ?assess C ~ E  requescec! icformzzion. Qwest c s - ~ z  LZZ 
develop the reqceszed info-rmezion withouc a s p e c i a l  sc~idy .  

d .  See response t o  ( c ) .  

e .  See response to (a) and !c,. 

P h i l  G r a t e  

. r  - -  
. -  
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Z e :  G r E t e  2ebUfe21. Dace e ! Incei l t ive ccncensaeiol?~ . M r .  Grarr srzzes, i n  
w G - L ,  thaE: ":~.zr=vtrnent i n  financial performance i s  t h e  y - v - - - -  c- i :  .. --.- --- - - - - &  ----- 
measures the z a n g i j l e  r e s u l t s  of reduced cos ts  and inc reased  ; ~ : = : c z : - ~ - ~ z y .  
i f  financial psr fcrnance  does not  improve, then  t h e  r e s u l t s  h v e  112- been 
achievee.  The c z l c u l u s  of t h e  b e n e f i t  i s  s t r a i g h t f o r w a r d .  -r c ~ z r z  
decrease ,  earzincs i nc rease .  15 cash i s  spent more wi se ly ,  c z s z  ~ - 2 . i  

improves. Sc f i n z a c i a l  improvement i s  the ine-J i tab le  r e s u l t  c,f zrz=:czivity, 
c o s t  reduccior. czsh p r e s e r v a t i o n  improvements. ' I  ? l e a s e  T~c- . - I% =:?e 
roiiowinc.:  

- ,  
- . .  

. .  
n - Tk 

- -  _ -  
1 - -  

r _. .  , 

I -  . -  . -  c .  Please i c e ~ ~ ~ ~ - ~ ;  and q u a n t i f y  the  s p e c i f i c  changes i n  m = r E  -.%-:~e--.- - -  s-.sn&.inc 
cash t h a t  imprc-iee cash flow i n  the  Company's Azizona o p e r a t i c r s  ,~lr:nc r h e  
1999 t e s t  year  ~ L E Z  would not h a m  occurred i n  t h e  absence cf rke i ~ c e n t i v e  
compensation 2 ' 1 ~ ~ s .  

- .  

d. Referrins zc t h e  response t o  i t e m  ( c )  abo-re, p l e a s e  quanc:f--- r5-f - -5lativp 
- e f f e c t  of rhe rmprovement i n  Arizona's cash f low expendicures  CL rz: 

CompaEy's C G E . S O ~ : ~ ~ C ~ ~  r e s u l t s  on wnich the 1999 i n c e n t i v e  ccr.;~zszz:cn r,?ans 
are based.  

- -  e .  Please provide a copy of a l l  supporting cocamentat ion re-:et zs-z 13 

respcnding t o  rtFs r e q u e s t .  

RSSPONSX : 

_ _  a .  Q w e s t  does n c ~  7cssess  t h e  requested informarion. Qwest ---- - d - - _  - __-_ ---  
. -  develop =he r e q ~ s s t e d  in format ion  without a s p e c i a l  s t u d y .  

b .  See response E G  ( a )  

_ _  c .  Q w e s t  does r o c  7ossess  t he  requested Inforxation. Qwest =5';-= zzz 
develop the r e c J e s c e d  information without a special study. 





?.e: Crate ?eDctz21, =aces 8 - 0  (Incentive Csmuensation). M r .  C r a z e  s z c z e s ,  in 
pare ,  t k r :  "The sharsholeer of a cost-of-ser~ice reculated busi~sss znlv 
~ e t s  the benefiz cf the fiiancial improvenent temporarily - -  dcr i zz  =he 
period of reculaZcrlT lag. Regulatory lac  is the period betwee-. =?E zime che 
benefit appears ir results of operations azd the time it becomes rczo 
effectina, wn1c11 1 s  t k e  period . -  . . .  . one to t ; u o  years that is req;:rtc -2  
conduct a r a t e  praceeding (if one is required). When the finazczc- . -  
improw.en;ext OCCI~ITS, it becomes part of an historical tesc perioc.  . -  ~ : e  reduces 
re-zeEue repuirenenc &rived  frcm that tes; period. 

year earninas t k c  lower re-Tenue requirement and, thereby suppcrz I-.*.=- -- --I r a t e s  

So the p r o c ~ c z ~ - . - : z - , -  1 .  

improvements i n ~ r e  zo the benefic of ratepayers in the form of k i z k e r  zest 

for s e r - J i c e s . "  ?lease provi2e the followizg: 

- .  . - .  . -  . -  a. Please icecz::y and quantify the specific Arizona ;inanc:a- :-=rzvements 
that shareholders have benefitted from dcring the 19?9 test y e t r  =?EZ xoulrl 
fiat have  occurrclC ii the absence of the incentive compeEsation ~ l z z s -  

b .  Please icier.rii:i and quactify the cumulati-Je improvements iz ;z:z~zz's 

in the last =i r i z sna  rate case that would ?ot have occurred in ~;?e t=rszce of 
t h e  iscentive ccrsensation plans. 

. -  
financial perfor;;ance that have benefitted sharehoiders since ---= ---- - - - -  -==-  -?ear 

c. ?lease idenrif-/ and quantify the specific reductions in ArLzczz  revenue 

absence of the incentive compensation plans. 
requirernenEs duriq the 1999 test year that would not have occ~rrec - .  ~z the 

d. Please provide a cop:/ of all supportizg documentation relie5 LZCE in 
respordiEg to this request. 

- _  a. Qwest does ncc possess the requested informztion. Qwest cc'2-2 T-ZZ 

develop the recpesced information without a special  study. 

b. Qwest does ncrr. possess t h e  requested inforxarion. Qwest CCL-C _ -  L Z Z  

develop the resuested information without a special s tudy .  

- -  c. swest does zcz possess the requested informarion. Qwest C~L-C --- --- - 
develop the recpeszsd  information without a s p e c i a l  study. 

d. See response io (a), (b) and ( c ) .  
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,.- 2EQUEST NO: ‘r LA 

a. Please ideztify and quantify the reduccion in the cost of ca~izal in the 
pending rate ~rgceeding resulting from improvements in Arizona czsk flow 
during the 199s rest year that would zot have occurred in the aksez=e of the 
inceztive comgfnsation pians. 

b. Please i & ~ c i ~ y  and quantify the reduction in the cost of ca;izal in the 
pending rate ~ r x - e c l i n g  resulting from improvements in the Cornsary’s 
consolidated czsh flow during the 1999 test year that would no= k - : s  occurred 
in the absence of -F, L.,e Incentive * compensation plans. 

c. Please idezzify and quantify the rsduction in the cost of cag~zal in the 
pending rate przceeciing resulcing from improvements in the Com~ary’s 
consolidared crsl? flow since the Company’s lasi, A-rizona race  C E S S  zzaz would 

have occurred in the absence of the incentive compensation ~1azs. 

d. Are impro-zenents in cash flow che primary financial measure z?-a= 
investors rely :?on in determining the price they require for f r e i r  capital? 
Please explai2. 

e. Please pro-ride a copy of all suppor~ing documentation reliec zgcn in 
respondicg to ::?is request. 

RESPONSE : 

a. Qwest does rot ?oscess the requested information. Qwest csclS z z z  
develop the req:ested information withour a special stuciy. 

b. Qwest does rot possess the repested infomation. Qwest cculS 11sz 
develop the reT2esc-d information without a special study. 

_ _  c. Qwest does poi possess the requested information. Qwesc csu-z __- --- - 
develop the L-eqLested information without a special study. 

d. Risk, cash f;ows, and returns available on alternative invesrrnerrs are 
the primary dri-rers of investors’ required return on capital ix-v-esz:.fnzs. 



SUT?bur;aI Appendix SCC-2 
Past  10 of 10 

e .  See respo-se  ;3 (a), (b: and ( c ) .  

Phil Grate 
Di rec to r  - Iie?Lr;cry Finance 
1 6 0 0  7 t h  kve. 
Seattle, W.3- 
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INTSZVZNOR: Arizona Corporatioc Commission Staff (Utilitec?: 

REQUSST NO: 2 3 1  

a. Please se;aratzly identify azd describe t5e general duties, reszonsibilities 
and business ckjectives of each of t h e  49 (or 3 9 )  individual busiztss units. 

b. For each cf r h e  49 (or 39) i n d i ~ ~ i d u a l  business unirs, please  =:.;lain the 
linkage becweez their respective euties/ responsibilities and =?e s-LS-component 
target objecti-Tfs and weightings. 

RCSPONSZ : 

a. Qwest has T-s ce~cral repositor:/ where the General duties, 
responsibilities and business objecti-Jes of each business uni: is :Zzztified 
and described. -:?e requested informztioc could not be obtained wiz?=ct a 
special s t a e ~ .  

b. Qwest objeczs to this portion of r e p e s t  UTI 71-31 on the crsuz,Cs that 
the request f o r  "lizkage" is ;.ape. Nocwichstanding this obj e c ~ i o n ,  Qwesr 
responds that iz kas  no central repository where the linkage S~Z-JEYZ business 
units' respecti-,-e dctlesl responsibilities and the sub-componez= Earget 
objectives and iieichtings is explained. Each business unit is ressczsible 
for establishir-5 target objectives and weightings that business ~ x i z  senior 
managers deem Essrcgriate f o r  the circumstances of thzt partic-lar 2,siness 
unit. 
study . 

The reqzeste6 information could not be obtaineci without a s z f z i a l  

P h i l  Grace 
D i r e c t o r  - Re~.Lazor;$ Firiance 
1600 7th Ave. 
Seattle, WA 
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REPRODUCTION OF THE RESPONSE TO USWC DISCOVERY 

ARIZONA CORPORATION COMMISSION 

DOCKET NO. T-01051B-99-0105 

USW 2-1. Please state all the reasons Mr. Carver believes that incentive compensation costs c a  be accorded 

a different recovery treatment in ratemaking than the costs of other forms of employee 

compensation. Specifically explain why the cost of an employee's incentive cornpensation could 

be disallowed while the other costs of compensating the same employee are not. 

Response: 

The Company incurs a multitude of costs, some employee related and others non-employee related, 

that are subject to review, evaluation, annualization and possibly even disallowance during the 

ratemaking process. The analysis and evaluation of these various categories of cosr must consider 

the unique characteristics that drive the recognition and incurrence thereof. For example, the 

Company records both depreciation expense and amortization expeme. Alrhougb both of these 

expense items represent forms of ratable recovery of an asset or deferred cosr over time, the 

analysis, evaluation and annualization of depreciation is different from amortization and could lead 

to different ratemaking treatments. 

Employee compensation also comes in different shapes and sizes. Employees npically 

receive base salaries and wages that are a function of time worked (hourly or momhi:-) and 

the rate of pay (hourly or monthly). For most employees, this form of compensation 

represents a substantial portion of their cash compensation. Employees are also Q pically 

eligible for vacation pay, sick leave, and other forms of paid absences that. Tvithin 

predefined parameters, allow employee absences without subjecting employees to 

reductions in pay. Certain employees may also be eligible for overtime or premium pay 

fGr time worked in excess of standard work requirements. Yet other employees may be 

eligible for incentive pay. 

During a rate proceeding, each of these types or forms of compensation are rexriewtd and 

analyzed. Employee headcounts and periodic wage/salary increases are reTriewe? in the 

context of overall trends in regular or basic pay. When available, overtime, prcmium 

hours and related dollars are also reviewed separately, as are overall levels of paid 

absences. In the context of a rate case using an EOP test year, these separate f o m s  of 
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compensation and their unique drivers are individually analyzed and evaluzttd. -4s a 

result. ir may be determined that annualization. normalization or disallowance adjusrnients 

are required to either increase or decrease recorded test year expense levels. 

Incenti\.e compensation is a unique form of employee compensation. Because incentive 

compensation is a discretionary form of compensation that requires condirions other than 

satisfacton- W M ~  to precede or trigger any employee pay-out: the analysis of this compensation 

component properly includes a review and assessment ofthe provisions of such plans to determine 

whether the related test year costs are reasonable and should be borne by ratepa? ers. Although 

the individual employee has direct control over the quality and sufficiency of disparching hidher 

day-to-day work activities in most situations. the individual employee has limited influence over 

the corporation's consolidated financial condition or survey results. Just because an individual 

employee may receive multiple forms of compensation (e.g., base pay, overrime pay, other paid 

time off as well as incentive pay). Mr. Carver does not believe that this -'fact" is conclusive that 

each and every form of paid compensation the Company should automatically be deemed 

reasonable for recovery from ratepayers. 

Please refer to Mr. Carver's direct testimony, beginning at page 39, for 2 discussion of the 

rationale for the Staffs proposal to exclude the cost of certain elements of the Compaqy's 

incentive compensation plans from revenue requirement. 
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US WEST COMMUNICATIONS 

INDEX TO ACC STAFF JOINT ACCOUNTING EXHIBIT 
AND SUPPORTING SCHEDULES 
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RECIPROCAL COMPENSATION 
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Wfiness: S. Carver 
Prefiled Direct Testimony 

US WEST COMMUNICATIONS 

CHANGE IN GROSS REVENUE REQUIREMENT 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

DOCKET NO. T-1051 B-99-105 

I -  

" , 

LINE 
NO. - 

1 

2 

3 

4 

5 

6 

7 

8 
9 

10 

ACC Staff 
Schedule A 
Page 1 of 1 

COMPANY PROPOSED AMOUNT ACC STAFF PROPOSED AMOUNT 
SOURCE ORIGINAL FAIR ORIGINAL FAIR 

DESCRIPTION - COST VALUE COST VALUE 

(A) (B) (C) (D) (E) (F) 

Adjusted Rate Base Sch. B $1,422,100 $1,772,112 $1,435.287 $1,445,779 

Required Rate of Return Notes (a) & (b) 10.86% 10.86% 9.68% 9.61% 

138,936 138,936 Required Operating Income Line 1 Line 2 154,440 192,451 

Adjusted Net Operating Income Sch. C 43,833 43,833 134,271 134,271 

Operating Income Deficiency Line 3 - Line 4 1 10,607 148,618 4,665 4,665 

Gross Revenue Conversion Factor Sch. A-I 1.7056 1.7056 1.6995 1.6995 

Increase in Gross Revenue Requirements Line 5 Line 6 188,655 253,488 7,928 7.928 

Add: Bellcore 3 Year Adjustment (686) (686) (686) (686) 
Automatic Adjustment Revenue Req. Note (c) 13,252 13,252 -Included in Line 7, above- 

Total Increasel(Reducti0n) in Gross Revenue Requirement $201,221 $266,054 $7,242 $7,242 

Note (d) 

FOOTNOTES: 
(a) USWC provided no information in its updated filing regarding fair rate of return on fair value, but in response to 

UTI 43-21 S1, assigned the same cost of capital to both original cost and fair value rate base. 

(b) Staff proposes rate of return on fair value at level required to earn required operating income and cost of capital 

(c) Staff has included Reciprocal Compensation costs in the basic revenue requirement and opposes USWC 
proposed Automatic Adjustment mechanism for such costs (See testimony of M. Brosch) 

(d) Revenue Requirement of $201,220,000 per USWC Exhibit GAR-S1 (Redding Supplemental Exhibits). 
Difference due to rounding. 



Witness: S. Carver 
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LINE 
NO. 

i 

1 

,- 

I ,  

. .  

DESCRIPTION 

(A) 

Gross Intrastate Revenue 

Less: Uncollectible Revenue 

Total Revenue 

Less: Taxes on Local Revenue 

Taxable Income 

Less: Effective State Income Tax 

Less: Effective Federal Income Tax 

Net Operating Earnings 

GROSS REVENUE CONVERSION FACTOR 

US WEST COMMUNICATIONS 

REVENUE CONVERSION FACTOR 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000’s) 

DOCKET NO. T-1051 B-99-105 

COMPANY FACTOR PER 
REFERENCE COMPANY - 

(6) (C) 

100.000000% 

(a) 1.850900% 

Lnl -Ln2 98.1491 00% 

(b) 0.106600% 

Ln3-Ln4 98.042500% 

Line 5 8.00% 7.043400% 

Line 5 32.2% 3 i . m x a 5 ~ ~  

Ln5-Ln6-Ln7 58.629415% 

Ln l lLn 8 1.7056 

ACC Staff 
Schedule A-1 
Page 1 of 1 

STAFF FACTOR PER 
REFERENCE ACC Staff 

(D) (E) 

100.000000% 

See Sched. C-7 1.490000% 

98.510000% 

-0.113700% 

98.396300% 

-7.871 704% 

-31.683609% 

58.840987% 

1.6995 

FOOTNOTES: 
(a) Based on Test Year End of Period Adjustment at Schedule C-7 and UTI 48-13. 
(b) Includes Franchise and License taxes and Sales tax assumed. 
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Witness: S. Carver 
Prefiled Direct Testimony 

US WEST COMMUNICATIONS 

SUMMARY OF JURISDICTIONAL RATE BASE 
TEST YEAR ENDING DECEMBER 31.1999 

INTRASTATE (000's) 

DOCKET NO. T-1051 B-99-105 
ACC Staff 
Schedule B 
Page 1 of 2 

LINE 
NO. - 

\ 

' 1  
i 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 
12 
13 
14 

15 

DESCRIPTION 

(A) 

Oriainal Cost 
Telephone Plant In Service 

Short-Term Plant Under Construction 

Materials and Supplies 

Allowance for Cash Working Capital 

Accumulated Depr & Arnort Reserve 

Accumulated Deferred Income Tax 

Customer Deposits 

Land Development Agreement Deposits 

Other Assets & Liabilities 

COMPANY ACC STAFF 
PROPOSED TEST YEAR PROPOSED 
RATE BASE ADJUSTMENTS RATE BASE 

Note (a) $3,566,015 

0 

18,386 

(39,211) 

(1,923,025) 

(240,535) 

(7,711) 

(1 8,040) 

(C) 

($35,254) 

0 

0 

(9,469) 

144,140 

(20,009) 

0 

0 

(D) 

$3,530,761 

0 

18,386 

(48,680) 

(1,778.885) 

(260,544) 

(7,711) 

(18.040) 

66,221 (66,221) 0 

END OF PERIOD RATE BASE - ORIGINAL COST $1,422,100 $13,187 $1,435,287 

Fair Value Rate Base $1,772,112 
Staff Rate Base Accounting Adjustments Note (b) 13,187 
Staff Witness Dunkel RCND Study Adjustme Note (c) (339,520) 
Total Staff Fair Value Adjustments (326,333) 

END OF PERIOD RATE BASE - FAIR VALUE $1 445,779 

FOOTNOTES: 
(a) SOURCE: Adjusted Test Year per USWC Exhibit GAR4 (Redding Supplemental Exhibit). 

Fair Value from UTI 58-02. Att. A. Staff adjustments at original cost also posted at fair value. 

(b) SOURCE: Schedule B, page 2 of 2. 

(c) SOURCE: TestimonylExhibits of Wllliam Dunkel. 
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Wnness: M. Brosch 
Prefiled Direct Testimony 

US WEST COMMUNICATIONS 

UNRECORDED RETIREMENTS 
TEST YEAR ENDING DECEMBER 31,1999 

DOCKET NO. T-1051B-99-105 

INTRASTATE (000’s) 

ACC Staff 
Schedule B-1 
Page 1 of 1 

r” L.. 

LINE 
NO. - 

1 
2 
3 
4 
5 
6 

7 

8 

9 

10 

ARIZONA INTRASTATE INTRASTATE 
VINTAGE UNRECORDED ACCUMULATED 

PROPERTY INVESTMENT PLANT RETIREMENT DEPRECIATION 
DESCRIPTION VINTAGE AMOUNT %INTRASTATE AMOUNT AMOUNT 

(A) (B) 

Digital Swiiching Equipment DU. Account2212 1955 
Digital Circuit Equipment CRD Account 2232 1955 

General Purpose Computers 361C Account 2124 1989 

Underground Metallic Cable UGM Account 2422 1925 
Buried Metallic Cable BCM Account 2423 1925 
Intra-Building Metallic Cable IBM Account 2426 1925 

Total 

STAFF ADJUSTMENT TO RATE BASE FOR UNRECORDED RETIREMENTS 

$24.060 0.7089 
397 0.7996 
737 0.6673 

10,104 0.7380 
16,781 0.7380 
3,211 0.7380 

$17,056 $17,056 
317 317 
492 492 

12,384 12,384 
2,370 2,370 

7,457 7,457 

$55,290 $40,076 $40,076 

(a) (b) (C) 

TELEPHONE PLANT IN SERVICE ($40,076) 

ACCUMULATED DEPRECIATION $40,076 

- NET PLANT $0 

FOONOTES: 
(a) Source: USWC‘s RCND study, Exh. NHH-1. pages 26,29.34,45,48 and 53. 
(b) Source: ACC Staff Schedule C-15. 
(c) Accumulated Depreciation is reduced in same amount as retired Plant in Service 

under normal mass asset accounting pursuant to FCC Part 32. 

I ’  
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US WEST COMMUNICATIONS 
DOCKET NO. T-1051B-99-105 

SOP 98-1 (INTERNAL-USE SOFTWARE) 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

ACC Staff 
Schedule 8-2 
Page 1 of 1 

LINE 
NO. DESCRIPTION - 

(A) 

USWC Proposed Adjustment to Correct Plant Investment for Out of Period 
Software CaDitalization 

ACC STAFF ADJUSTMENT TO RECOGNIZE COMPANY PROPOSED 
CORRECTION ADJUSTMENT 

SOURCE 

(B) 

Note (a) 

FOOTNOTE: 
(a) Source: USWC response to UTI 43-20, Attachment G. 

AMOUNT 

(C) 

($7,417) 

($7.4171 
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US WEST COMMUNICATIONS 

FAS87 PENSION ASSET 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

DOCKET NO. T-10518-99-105 

LINE 
- NO. DESCRIPTION SOURCE 

(A) (B) 

1 

2 

3 

USWC FAS87 Pension Asset Included in Rate Base 

Less: Accumulated Deferred Income Tax Reserve, Rate Base Offset 

Net Pension Asset in USWC's Proposed Rate Base 

Note (a) 

Note (b) 

4 ACC STAFF ADJUSTMENT TO ELIMINATE USWC'S PROPOSED 
PENSION ASSET 

FOOTNOTE: 
(a) Source: USWC workpapers and Updated Adjustment P-04. 
(b) Source: USWC response to UTI 43-10. 

ACC Staff 
Schedule 8-3 
Page 1 of 1 

INTRASTATE 
AMOUNT 

(C) 

$66,221 

(23.877) 

$42,344 

($42,344) 
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LINE 
NO. - 

7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 

.\ 21 

22 

23 
24 
25 
26 

27 

i- 2 

28 

29 

30 

US WEST COMMUNICATIONS 

CASH WORKING CAPITAL 
TEST YEAR ENDING DECEMBER 31,1999 

DOCKET NO. T-10518-99-105 

Calculation of ComDosite Net Revenue Laa Davs: 

Test Year Adjuste Weighted Revenue Weighted 
Revenues $000 Factor Lead Lead 

(A) (B) (C) (D) 

ACC Staff 
Schedule B-4 
Page 1 of 1 

Local Revenue 
Network Access Service 
Long Distance Network Service 
Billing and Collection Revenue 
Miscellaneous Revenue 

$937,608 74.45% 19.4 14.4 
113,428 9.01 % 42.0 3.8 
22,773 1.81% 42.5 0.8 
6,725 0.53% 42.0 0.2 

178.929 14.21% 24.6 3.5 

TOTAL REVENUE $1.259,464 100.00% 22.7 Composite Revenue 
LeadILag Days 

Calculation of Cash Workina CaDital Reauirement: 
Net Net Lag cwc 

(B) (C) (D) (E) 

Test Year Adjuste Expense Lag Days Factor Requirement 
(col D * cot A) Expenses $000 Lag Days (col B - rev. lag) (col C I365 days) 

Maintenance 
Engineering Expense 
Network Operations 
Network Administration 
Access Expense 
Other Expense 
Customer Operations 
Corporate Operations 
Property Taxes 
Other Taxes (excluding Income Taxes) 
Uncollectibles 
Depreciation Expense 
Current Federal Income Taxes 
Current State Income Taxes 
Deferred Income Taxes 

(A) 
261,129 

10,079 
44,184 

1,894 
37,116 

960 
187.393 
134,129 
45,659 
3,231 

16,000 
325,396 
65,464 
16,830 

(52,783) 

TOTAL OPERATING EXPENSES 8 INCOME 1,096,681 

Interest Expense 
Federal Excise Taxes 
Sales Tax 
Average Benefit Liability 

50,522 
20,796 
62,755 

TOTAL MISCELLANEOUS ITEMS $1 34,073 

CASH WORKING CAPITAL REQUIREMENT - PER STAFF 

CASH WORKING CAPITAL - PER USWC 

STAFF ADJUSTMENT TO CASH WORKING CAPITAL 

23.8 
27.3 
27.2 
25.3 
43.8 
33.7 
29.1 
32.2 

206.6 

22.7 
22.7 
36.0 
61 .I 
22.7 

-25.6 

92.7 
NIA 
NIA 

-1.1 
4.6 
-4.5 
-2.6 

-21 .I 
-1 1 .o 
-6.4 
-9.5 

-183.9 
48.3 

0.0 
0.0 

-13.3 
-38.4 

0.0 

-70.0 
-0.2 

-1 0.6 

-0.0030 
-0.0126 
-0.0123 
-0.0071 
-0.0578 
-0.0301 
-0.0175 
-0.0260 
-0.5038 
0.1323 
0.0000 
0.0000 

-0.0364 
-0.1052 
0.0000 __ 

(37,157) 

-0.1918 (9,689) 
-0.0005 (11) 
-0.0290 (1,822) 

0 

(1 1,523) 

(48,680) 

(39.21 1) 

($9,469) 
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US WEST COMMUNICATIONS 
DOCKET NO. T-10518-99-105 

PROFORMA DEPRECIATION - RESERVE REVERSAL 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

ACC Staff 
Schedule 8-5 
Page 1 of 1 

LINE 
NO. - 

1 

2 

3 

4 

USWC PROPOSE ACC STAFF 
DESCRIPTION SOURCE ADJUSTMENT REVERSAL 

( 4  (B) (C) (D) 

Accumulated Depr & Amort Reserve (a) ($107,968) $107,968 

Accumulated Deferred Income Tax 

Net Rate Base Effect 

(a) 43,403 (43,403) 

($64,565) 

ACC STAFF ADJUSTMENT TO REVERSE THE EFFECT OF USWC'S 
PROFORMA ADJUSTMENT TO RATE BASE FOR THE CHANGE IN 
BOOK DEPRECIATION RATES AUTHORIZED IN MAY 2000 

$64,565 

FOOTNOTE: 
(a) Source: USWC workpapers and Updated Adjustment P-03. 
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US WEST COMMUNICATIONS ACC Staff 
Schedule B-6 
Page 1 of 1 

DOCKET NO. T-1051 B-99-105 
BROADBAND CABLE TRANSACTIONS (ASSET TRANSFER) 

TEST YEAR ENDING DECEMBER 31,1999 
INTRASTATE (000's) 

LINE 
NO. DESCRIPTION SOURCE 

(A) (B) 

1 Plant in Service Adjustment for Proposed Cable Asset Transfe Co. WP's 8 
RUCO 26-3A 

USWC STAFF ELIMINATION 
ADJUSTMENT ADJUSTMENT 

AMOUNT AMOUNT 

(C) (D) 

($10.191) $1 0.1 91 

2 Accumulated Depreciation Reserve 

3 Net Plant In Service 

(3,400) 3,400 

Line 1 - Line 2 (6,791) 6,791 

4 STAFF ADJUSTMENT TO REVERSBELIMINATE USWC'S CABLE ASSET TRANSFER ADJUSTMENT $6,791 

I 



W 0)  

c 
L 

W z 

h O * O O * W 0 0 h  m o ~ o m h w o o a D  
O O N O O O N O O O  

m -  
O 8  

l /I 

- 
e m -  
$ 0  



4 

. I  

Witness: S. Carver 
Prefiled Direct Testimony 

US WEST COMMUNICATIONS 

SUMMARY OF OPERATING INCOME 
TESTYEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

DOCKET NO. T-1051B-99-105 
ACC Staff 
Schedule C 
Page 1 of 5 

LINE 
NO. 

1 
2 
3 
4 
5 

6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 

23 

24 
25 

26 

COMPANY ACC Staff 
ACC Staff ADJUSTED ADJUSTED 

OPERATING PROPOSED OPERATING 
INCOME ADJUSTMENTS INCOME DESCRIPTION 

Revenues 
Local Service Revenues 
Network Access Service Revenues 
Long Distance Network Service Rev. 
Miscellaneous 
Total Operating Revenue 

Expenses 
Maintenance 
Engineering Expense 
Network Operations 
Network Administration 
Access Expense 
Other 

Customer Operations 
Corporate Operations 
Property and Other Taxes 
Uncollectibles 

Other Operating Income & Expense 
Depreciation Expense 
Universal Service Fund 
Link Up America 

Total Cost of Svcs & Products 

Tot Selling, General & Administrative 

Total Operating Expense 

$920.762 $16,846 $937,608 
11 5,252 (1,824) 1 13,428 
22,413 360 22,773 

131,842 53,812 185,654 
$1,190,269 $69,195 $1,259,464 

262,322 
10,745 
49.225 
2,212 
1,423 
1,271 

$327,198 
219,291 
206,976 
48,017 

261,129 
10,079 
44,184 

1,894 
37,116 

960 --- 
$355,362 
187,393 
134,129 
48,890 

16,101 (101) 16,000 
($103,973) $386,412 

847 (366) 481 
$490,385 

328,884 (3,488) 325,396 
0 0 0 

(1 17) 29 (88) 
$1,147,197 ($79,634) $1,067,563 

Income From Operations $43,072 $148,830 $1 91,902 

Taxes 
Federal Income Tax 
State & Local Income Tax 

Net Operating Income (Line 23-24-25) 

($3J 11) 48,654 $45,543 
2,350 9,738 12,088 

$90 438 $134,271 $43,833 
(a) (b) 

FOOTNOTES: 
(a) SOURCE: Adjusted Test Year per USWC Exhibit GAR45 (corrected per response to UTI 56-2). 
(b) ACC Staff Schedule C. Page 3 of 3. 
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US WEST COMMUNICATIONS 

ANNUALIZATION OF INTRASTATE TOLL REVENUES 
TESTYEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

DOCKET NO. T-1051B-99-105 
ACC Staff 
Schedule C-2 
Page 1 of 1 

LINE 
NO. 

1 
2 

6 

Per Books Adjustment to Annualized Per Books 

Revenues Recorded Amount December * 12 Revenues Adjustment $000 
December 1999 Normalize Revenues Test Period Annualization 

DESCRIPTION Note (a) Note (b) COIS (C-D) 12 Note (c) COI E - COI F 

(A) 
Intrastate Toll Revenue Total: 

December 1999 Total Toll Revenues $2.282-937 0 

Total Fourth Quarter Toll Revenues $2,282,937 $0 $27,395,244 

Staff Proposed Annualized Intrastate Toll Revenues $30,341,703 

Staff Adjustment to Annualize Intrastate Toll Revenues (Note d) 

Less: USWC's Proposed Adjustment to Annualize Intrastate Toll Revenues (Note e) 

($2,946,459) 

($3,306,458) 

7 

8 

Staff Adjustment to Restate Intrastate Toll Revenue Annualization 

STAFF ADJUSTMENT TO RESTATE INTRASTATE TOLL R M N U E  ANNUALIZATION - ROUNDED $000 

$359,999 

$360 

Footnotes : 
(a) All amounts per Company Workpapers and MR4 Reports 

(b) No adjustments to recorded values are required, since linear regression of toll revenues 
indicates December 1999 recorded values are consistent with revenue trends (see UTI 47-18) 

(c) Staff methodology same as USWC, adjustment due to Company input data error. 

(d) The annualized percentage reduction in toll revenues per Staffs adjustment 21.5% 

(e) The annualized percentage reduction in toll revenues per USWCs adjustme 24.1% 
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US WEST COMMUNICATIONS 

REVERSAL OF ACCESS ANNUALIZATION 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000s) 

DOCKET NO. T-1051 B-99-105 

INTRASTATE 
LINE Arizona 
NO. DESCRIPTION SOURCE Amount 

(A) (B) (C) 

1 USWC Proposed Access Revenue Annualization Adjustment dj. P-01 Workpaper $1.983.000 

2 Normalization of Out of Period Access Revenues UTI 43-20, Att. B (1 59,421) 

3 Staff Adjustment to Reverse USWC's Proposed Annualization ($1,823,579) 

4 ($1,824) STAFF ADJUSTMENT TO REVERSE USWC'S ACCESS REVENUE ANNUALIZATION - ROUNDED 

ACC Staff 
Schedule C-3 
Page 1 of 1 

Footnotes: 
(a) 

(b) 

The Company's adjustment is reversed due to the absence of any notable trend in state access revenues. 

Upon elimination of the annualization based upon December 1999, it is necessary to normalize out of period 
portions of correcting entries for Percent Local Usage (UTI 47-16) 
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LINE 
NO. - 

US WEST COMMUNICATIONS 

MISCELLANEOUS REVENUE NORMALIZATION 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

DOCKET NO. T-105lB-99-105 

I ,  

1 

6 

7 

DESCRIPTION SOURCE 

(A) (B) 

USWC Proposed Adjustment to Annualize Miscellaneous Revenues 

Less: Elimination of Reciprocal Compensation Embedded in USWC Adjustment 

Company WP's 

Company WP's 
Note (a) 
Note (b) 

Lines 2+3+4 

Line 1 - Line 5 

Annualization of Broadband Revenues Embedded in USWC Adjustment 
Annualization of Rent Compensation Embedded in USWC Adjustment 

Subtotal of Embedded Adjustments Within USWC's Proposed Miscellaneous Reven 

Net Adjustment Proposed by USWC to Annualize Growth in Miscellaneous Revenues 

STAFF ADJUSTMENT TO REVERSE USWC's MISCELLANEOUS REVENUE ANNUALIZATION 

ACC Staff 
Schedule C-4 
Page 1 of 1 

AMOUNT 

(C) 

($5.100) 

(9,881) 
7,946 

1,473 

($1.473) 

Footnotes: 
(a) USWC Annualization of Broadband Revenues Appears per Workpapers: 

Other Rent Revenue 18,162 1,593 (16,569) (1 98.828) 
(26.280) 

Misc. Other Acct. 5260 (19,481) 108 19.589 235.068 
Total Adjustment for Broadband in USWC Filing $830 $9,960 

Broadband Revenue Annualization Embedded in USWC Miscellaneous Revenue Adjustment $7,946 

Annualized December 99 
Reverse Booked Monthlv ProFoma Net Adiustment Net Adiustment 

Corporate Operations Revenues 2.398 208 (2,190) 

Times Intrastate Factor 79.78% 

(b) December 1999 Rent Compensation in Account 5240 3,762.7 
Times 12 to Annualize 12 months 

45,152 booked as negative revenues 
Less: Per Books Rent Compensation 45,614 booked as negative revenues 
Embedded Rent compensation Adjustment (Redundant) (462) 

(See also Schedule C-28 Rent Compensation) 
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US WEST COMMUNICATIONS 

DIRECTORY IMPUTATION PER AGREEMENT 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000s) 

DOCKET NO, T-10516-99-105 

LINE 
- NO. DESCRIPTION SOURCE 

(A) (6) 

1 
2 

3 

4 

Directory Imputation Amount Per Stipulation in Docket No. E-1051-86-252 
Approved in ACC Decision No. 56020 dated June 13, 1988 Decision No. 56020 

Note (a) Less: Value of Fees and Services Received from Dex in Test Period 

STAFF ADJUSTMENT TO IMPUTE DIRECTORY REVENUES PER 1988 SETTLEMENT AGREEMENT 

Footnotes : 
(a) Consists of Publisher Products (per UTI 62-026) $855,753 

Administrative Services (per UTI 62-01A) 356,291 
Billing B Collection Service (per UTI 42-10) 447.584 

$1,659,628 

ACC Staff 
Schedule C-5 
Page 1 of 1 

AMOUNT 

(C) 

$43.000 

(1.660) 

$41,340 



Witness: M. Brosch 
Prefiled Direct Testimony 

US WEST COMMUNICATIONS 

BROADBAND CABLE TRANSACTIONS 
TESTYEAR ENDING DECEMBER 31,1999 

INTRASTATE (000’s) 

DOCKET NO. T-1051B-99-105 
ACC Staff 
Schedule C-6 
Page 1 of 1 

LINE 
NO. - 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

INTRASTATE 
TEST PERIOD ADJUSTMENT 

DESCRIPTION SOURCE RECORDED $ PER STAFF 

( 4  

Recorded Test Period Revenues - Services Provided to BSI Inc. 

Factor To Annualize 12 months I 10 Months 

Annualized BSI Affiliate Revenues 

Difference - Total State Revenue Adjustment 

Intrastate Factor - Miscellaneous Revenues 

Staff Revenue Annualization - BSI Affiliate Services 

Recorded Test Period Negative Expenses - Services to BSI, Inc. 

Factor To Annualize 12 months I 10 Months 

Annualized BSI Affiliate Negative Expenses 

Difference - Total State Expense Adjustment 

Intrastate Factor - Total Expenses 

Staff Expense Annualization - BSI Affiliate Services 

(B) 

UTI 62-1 5A 

Ratio 12/10 

Line 1 Line 2 

Line 3 - Line 1 

c o  wp’s 

Line 4 * Line 5 

UTI 62-16A 

Ratio 12/70 

Line 1 Line 2 

Line 3 - Line 1 

(C) (D) 

$22.918 

1.200 

27,502 

4,584 

79.78% 

3,657 

Sch. F, Total SG&A 71.84% 

Line 4 Line 5 (822) 

Removal - Part 64 Broadband Expense Effects that Duplicate Affiliate Billings UTI 43-20A 2,890 

STAFF ADJUSTMENT TO OPERATING INCOME TO ANNUALIZE BSI AFFILIATE TRANSACTIONS $1,589 
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LINE 
NO. - 

1 
2 
3 

4 

5 

6 

7 

8 

US WEST COMMUNICATIONS 

UNCOLLECTIBLES ANNUALEATION 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

DOCKET NO, T-1051B-99-105 

DESCRIPTION SOURCE 

(A) (B) 

Staff Proposed Adjusted Local Service Revenues 
Staff Proposed Adjusted Intrastate Access Revenues 
Staff Proposed Adjusted Intrastate Toll Revenues 

Schedule C-1 

Total Revenues Subject to Uncollectibles Lines I +2+3 

Times USWC Proposed Normalized Uncollectibles Factor UTI 48-1 3, Att. A 

Staff Annualized Uncollectibles Expense Line 4 Line 5 

Less: USWC's Annualized Uncollectible Expense Schedule C-I 

STAFF ADJUSTMENT TO ANNUALIZE TEST PERIOD INTRASTATE UNCOLLECTIBLE REVENUES 

ACC Staff 
Schedule C-7 
Page 1 of 1 

TEST YEAR 
INTRASTATE 

AMOUNT 

(F) 

$937.608 
113.428 
22.773 

$1.073.810 

1.490% 

$16.000 

16,101 

($101) 
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9NFlDENTlAL 

US WEST COMMUNICATIONS 
DOCKET NO. T-1051B-99-105 

SERVICE QUALITY PROGRAM COST ELIMINATION 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

ACC Staff 
Schedule C-8 
Page 1 of 1 

Test Period Test Period Total Service LINE 
NO. DESCRIPTION SOURCE Revenue Amount Expense Amount Program Costs 

(A) (B) (C) (D) (E) 

7 STAFF ADJUSTMENT TO EXCLUDE SERVICE QUALITY PIA Note (b) - $9.61 1 

Footnotes : 
(a) Estimated Percentage for Citizens Exchange Sale based upon confidential information in UTI 51-02 

(b) Revenues that are foregone must be imputed, while expense incurred are disallowed. 
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US WEST COMMUNICATIONS 
DOCKET NO. T-1051B-99-105 

AFFILIATE TRANSACTION TRUE-UP NORMALIZATION 
TEST YEAR ENDING DECEMBER 31, 1999 

INTRASTATE (000's) 

ACC Staff 
Schedule C-9 
Page 1 of 1 

LINE 
NO. 

1 

2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 

16 

ARIZONA 
RECORDED 

DESCRIPTION AMOUNT - 

(A) (B) 

OUT OF PERIOD AFFILIATE TRUE UP ENTRIES IMPACTING TEST PERIOD: 

U S West !nterprise America Inc. (for 1/98 through 12/98) 
U S West Business Resources Inc. (for 1/98 through 12/98) 

U S West Communications Services, Inc. (for 12/99 booked 2/00) 
USWC to Dex (for 2/98 through 12/98) 
U S West Dex, Inc. (for 7/98 through 12/98) 

$54 
(75) 
235 

(713) 
7 

(18) 
156 
229 
629 

(2,430) 
33 

(1 1) 
(93) 

U S West Communications Services, Inc. (for 1/98 through 12/98) 

U S West, Inc. (for 11/98, 12/98) 
U S West, Inc. (for 6/98, 12/98) 
U S West, Inc. (for 12/99 booked 2/00) 
U S West Information Technologies Inc. (for 1/98 through 12/98) 
U S West Information Techologies Inc. (for 1999 booked 4/00) 
U S West Long Distance, Inc. (for 1998) 
U S West Long Distance, Inc. (for 1999, booked 5100)) 
U S West Wireless, LLC (for 1998) 149 

OUT OF PERIOD 

FACTOR AMOUNT NORMALIZATION 
INTRASTATE INTRASTATE PROPOSED 

(C) (D) (E) 

71.80% 
70.48% 
71.80% 
71.80% 
79.22% 
79.22% 
70.48% 
70.48% 
70.48% 
70.48% 
70.48% 
70.48% 
70.48% 
70.48% 

(66) 
105 

TOTAL STAFF ADJUSTMENT TO NORMALIZE OUT OF PERIOD AFFILIATE ENTRIES 

Footnotes : 
(a) 

(b) 

All amounts derived from USWC's response to UTI 43-20, Attachment F. 

Separations Factors per Staff Schedule F. 

$1,087 
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LINE 
NO. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 

18 

US WEST COMMUNICATIONS 

EOP NONLABOR REVERSAL 

INTRASTATE (000's) 

DOCKET NO. T-1051 B-99-105 

TEST YEAR ENDING DECEMBER 31, 999 

ACC Staff 
Schedule C-10 
Page 1 of 1 

USWC PROPOSED STAFF REVERSA 
DESCRIPTION SOURCE ADJUSTMENT ADJUSTMENT 

Maintenance 
Engineering Expense 
Network Operations 
Network Administration 
Access Expense 
Other 

Customer Operations 
Corporate Operations 
Property and Other Taxes 
Uncollectibles 

Other Operating Income & Expense 
Depreciation Expense 
Universal Service Fund 
Link Up America 

Total Cost of Svcs & Products 

Tot Selling, General & Administrative 

Total Operating Expense 

ACC STAFF ADJUSTMENT TO REVERSE USWC'S PROPOSED 
ANNUALIZATION OF NONLABOR EXPENSES USING THE 
DECEMBER 1999 TIMES 12 METHODOLOGY 

FOOTNOTE: 

(C) (D) 

($9,259) $9,259 
453 (453) 

1,996 (1,996) 
192 (1 92) 

(17,752) 17,752 
248 (248) 

($24,122) $24,122 
(1 8,600) 18,600 

14,802 (1 4,802) 
0 
0 

$33,402 ($33,402) 
366 (366) 

0 
1,370 nla 

(29) 29 
$1 0,987 

($9,617) 

(a) Source: USWC updated Adjustment P-01, End-of-Period Non-Labor. 
(b) Source: Per USWC response to UTI 50-3, proforma USF and high cost fund amount should be "zero 

By not reversing this adjustment component, TY level is "zero". 
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CONFIDENTIAL 

LINE 
NO. __ 

11 

12 

13 

US WEST COMMUNICATIONS 
DOCKET NO. T-1051B-99-105 

SOP 98-1 (INTERNAL-USE SOFTWARE) 
TEST YEAR ENDING DECEMBER 31, 1999 

INTRASTATE (000's) 

ACC Staff 
Schedule C-I 3 
Page 1 of 1 

ACC STAFF 
CALCULATION TEST YEAR 

DESCRIPTION REFERENCE AMOUNT ADJUSTMENT 

(A) 

EXPENSE REDUCTION 

1999 Software Costs Eligible for Capitalization -- Total USWC 

Arizona Prorate Factor 

Total State Expense, Account 6724 

%Intrastate 

Proforma Intrastate Operating Expense Reduction, Account 6724 

AMORTIZATION 

Proforma Intrastate Amount Eligible for Capitalization 

Amortization Period 

Annual Intrastate Amortization, Account 6564 

CORRECTION ADJUSTMENT 

USWC Adjustment to Correct Test Year Accounting for SOP 98-1, Account 6724 

(B) 

(a) 

(a) 

Line 2 Line 3 

(b) 

Line 4 Line 5 

Per Line 6 

(a) 

Line 8 I Line 9 

(b) 

ACC STAFF ADJUSTMENT TO CAPITALIZE, AMORTIZE AND Line 6 + Line 10 + Line 12 (832.313) 
CORRECT TEST YEAR INTERNAL-USE SOFTWARE COST 

FOOTNOTES: 
(a) Source: USWC confidential response to UTI 67-4. 
(b) Source: USWC response to UTI 43-20, Attachment G 
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LINE 
NO. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 

14 

15 

DESCRIPTION 

(A) 

Operating Expenses: 
Maintenance 
Engineering 
Network Operations 
Network Administration 
Other Pmperty. Plant 8 Equipment 
Customer Operations 
Executive, Planning 8 Legal 
Accounting 8 Finance 
Exrernal Relations 
Human Resources 
Information Management 
Other Corporate 

Total 

US WEST COMMUNICATIONS 
DOCKET NO. T-10518-99-105 

USWC PAYROLL ADJUSTMENT REVERSAL 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

USWCS PROFORMA WAGE, SALARY 8 
BENEFIT EXPENSE ANNUALIZATION ADJUSTMENT 
MANAGEMENT OCCUPATIONAL 
[3/1/00 Increase] [8/15/00 Increase] TOTAL 

(B) (C) (D) 

ACCSTAFFADJUSTMENTTOREVERSEUSWCS 
PROPOSED POST-TEST YEAR PAYROLL ADJUSTMENT 

FOOTNOTE 
(a) USWC Adjustment P-02. Revised 5/3/00 
(b) Correct Occuoatmnal Annualizatlon 

USWC Intrastate 811 5/00 Increase 
Annual Wages 3 50% 

Maintenance $1 10,453 $3.866 
Engineering (53) (2) 
Network Operations 10,174 356 
Network Administratt 801 28 
Other Prop, Plant 8 844 30 
Customer Operation 58.333 2.042 
Exec, Planning 8 Le 21 1 
Accounting 8 Financ 882 31 
External Relations 170 6 
Human Resources 290 10 

$1,597 $4,930 $6,527 
145 (2) 143 
644 454 1,099 

14 36 50 
3 38 41 

1,381 2,604 3,984 
192 1 192 
198 39 238 
170 8 177 
144 13 157 
354 12 365 
107 29 136 

$4.948 $8,161 $13,109 

FICA Impact 
7.65% - 

$296 
(0) 
27 
2 
2 

156 
0 
2 
0 
1 

ACC Staff 
Schedule C-14 
Page 1 of 1 

ACC Staff 
ADJUSTMENT 

($1 3,109) 

Savings Plan Group Life Revised USWC Less Amounts Per Informational Correction 
2 84% 0 1812% Adustment USWC Update Adjustment 

$110 $7 $4.278 ($4,930) ($652) 
(0) (0) (2) 2 0 
10 1 394 (454) (60) 
1 0 31 (36) (5) 
1 0 33 (38) (5) 

58 4 2.260 (2,604) (344) 
0 0 1 (1) (0) 
1 0 34 (39) (5) 
0 0 7 (8) (1) 
0 0 11 (131 12) 

. I  

Info Management 260 9 1 0 0 10 1121 (2) 
Other Corporate 656 23 2 1 0 25 (29) 14j 
Total $182.831 $6.399 $490 $182 $12 $7.082 ($8.161 1 ($1,079) 

(Informational Only - correction to USWC filing d ACC does not adopt Staffs proposed adjustment reversal.) 
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Witness: S. Carver 
Prefiled Direct Testimony 

LINE 
NO. 

1 

2 
3 

4 

5 

6 

7 

8 

9 
10 

11 

US WEST COMMUNICATIONS 

INTEREST SYNCHRONIZATION ADJUSTMENT 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

DOCKET NO. T-1051B-99-105 

DESCRIPTION 

(A) 

ACC Staffs Adjusted Rate Base (original cost) 

ACC Staffs Weighted Cost of Long Term Debt 
ACC Staffs Weighted Cost of Short Term Debt 

Total Cost of Debt 

Synchronized Interest Deduction per ACC Staff 

less: Annualized Deductible Interest per U S WEST 

Interest Deduction Difference (ACC Staff - Company) 

Income Tax Increasel(Decrease): 

Federal Income Tax 
State Income Tax 

ACC STAFF INCOME TAX ADJUSTMENT 
FOR INTEREST SYNCHRONIZATION 

32.2000% 
8.0000% 

SOURCE 

(B) 

Sched. B 

Sched. D 
Sched. D 

[line 2 + 31 

[line 1 x4] 

(a) 

[line 5 - 61 

[line 7'RateI 
[line 7'RateI 

[line 9 + lo ]  

FOOTNOTE: 
(a) USWC Deductible Interest Amount 

Adjusted Intrastate Per Book $45,442 
USWC Adjustment to Synchronize Interest 4,965 
Total USWC Adjusted lnterest Expense $50,407 

Source: USWC workpapers (regulated intrastate) and Adjustment C-06. 

ACC Staff 
Schedule C-16 
Page 1 of 1 

WEIGHTED INTRASTATE 
COST OF DEBT AMOUNT 

(C) (D) 

$1.435,287 

3.52% 
nla 

3.52% 

50,522 

60.407) 

115 

($46) 
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Wmess: S. Carver 
Prefiled Direct Testimony 

I 

LINE 
NO. DESCRIPTION - 

1 
2 

3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 

21 
22 

23 

US WEST COMMUNICATIONS 

FCC DEREGULATED SERVICES REVENUE IMPUTATION 
TEST YEAR ENDING DECEMBER 31,1999 

DOCKET NO. T-1051599-105 

INTRASTATE (000s) 

Remove Wireless, FCC Dereg 
1990 Financials Payphone & Included ATL By 

Total Part X Video USWC Direct Filing 

Revenues 
Miscellaneous 
Total Operating Revenue 

Expenses 
Maintenance 
Engineering Expense 
Network Operations 
Network Administration 
Access Expense 
Other 

Customer Operations 
Corporate Operations 
Properly and Other Taxes 
Uncollectibles 

Other Operating Income & Expense 
Depreciation Expense 
Universal Service Fund 
Link Up America 

Income From Operations 
Taxes 

Federal Income Tax 
State & Local Income Tax 

Total Cost of Svcs & Products 

Tot Selling, General & Administrative 

Total Operating Expense 

$102,104 ($16,626) $85.479 
102,104 (16,626) 85.479 

43,975 (5,977) 37.998 
83 1 258 1,089 

6,897 (442) 6,454 
12 0 12 
0 0 0 
64 (31) 34 

51,779 (6.192) 45,586 
26,493 (12,056) 14,436 
26,416 (5.848) 20,568 
2.813 (1.958) 855 

41 1 (2) 408 
56,133 (19,865) 36.267 

510 11251 385 ... 

8.644 (41134) 4,510 
0 0 0 
0 0 0 

117,065 (30,317) 86,748 
(14,961) 13,692 (1.269) 

(5.979) 4,904 (1,075) 
(1,370) 1,441 71 

Net Operating Income (Line 22-24-25) ($7,612) $7,347 ($265) 

FOOTNOTES: 
(a) Source: USWC workpapers - Regulated Intrastate results (Interface1990 Financials). 

(b) REVENUE IMPUTATION ADJUSTMENT 
Telephone Plant In Service 
Short-Ten Plant Under Construction 
Materials and Supplies 
Accumulated Depr & Amort Reserve 
Accumulated Deferred Income Tax 
Customer Deposits 

Times: ACC Staff Proposed Rate of Return (ACC Schedule D) 
NO1 Required 
NO1 Available 
NO1 Deficiency 
Revenue Conversion Factor 
Revenue Deficiency Imputation 

Endof-Period Rate Base 

$1 03,903 ($59,435) $44.468 
0 0 0 

1.189 (624) 565 
(39.385) 16,514 (22.8701 

($265) 
$2,096 
1.6995 
$3,562 

ACC Staff 
Schedule C-17 
Page 1 of 1 

$89,041 
$89.041 

$37,998 
1,089 
6,454 

12 
0 

34 
$45,586 

14,436 
20,568 

859 
408 

$36,271 
385 

4,510 
0 
0 

$86.752 
$3,558 $2.289 

$1,146 71 
356 

$1,863 

(b) 
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.. 
Witness: M. Brosch 
Prefiled Direct Testimonv 

US WEST COMMUNICATIONS 
DOCKET NO. T-1051B-99-105 

PUBLIC AFFAIRSIRELATIONS EXPENSE DISALLOWANCE 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

ACC Staff 
Schedule C-19 
Page 1 of 1 

LINE 
NO. - 

1 

2 

3 

4 

5 

6 

7 

TEST YEAR 
INTRASTATE Above the Line Below the Line Total 

DESCRIPTION SOURCE Arizona Charges Arizona Charges Arizona Charges AMOUNT 

(A) (B) (C) (D) (E) (F) 

Arizona Charges for Public Policy / Public Affairs Activities UTI 61-06 $2,348 $203 $2,551 

Recorded Below-the-line Percentage Col. D I Col. E 8 % 

Restate Charges for 50 Percent Below-the-line Reclassification Col. E * 50150% 1,276 1.276 2,551 

Adjustment to Reclassify Public Policy / Public Affairs Costs Line 3 - Line 1 (1,073) 1,073 0 

Intrastate Factor Schedule F 70.48% 

Intrastate Adjustment Amount Line 4 * Line 5 (756) 

STAFF ADJUSTMENT TO PARTIALLY DISALLOW PUBLlClCOMMUNlTY AFFAIRS 



I T  . =  
Witness: M. Brosch 
Prefiled Direct Testimony 

I 
'1 

I CONFIDENTIAL 

LINE 
NO. 

1 

2 
3 
4 
5 
6 
7 
8 
9 
10 

11 

12 

13 

US WEST COMMUNICATIONS 

US WEST INC. DEPARTMENTAL DISALLOWANCES 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

DOCKET NO. T-1051 B-99-105 
ACC Staff 
Schedule C-20 
Page 1 of 1 

ARIZONA 
INTRASTATE 

SOURCE AMOUNT DESCRIPTION 

(A) (B) (C) 

U S West, Inc. Parent Company Charges bv Responsibilitv Center: 

President and CEO 
Executive Vice President and CFO 
Strategic Planning 
Corporate Development 
Retired Officer Support 
Vice President - Public Relations 
Foundation Operations 
Cash Management 
Delaware Legislative 

RC 0210000 
RC 01 00000 
RC 0220000 
RC 0230000 
RC 0304000 
RC 0500000 
RC 0530000 
RC 0731 000 
RC 081 1000 

Total USWl Departmental Charges for Partial Disallowance 

Staffs Disallowance Factor Applied to USWI Costs 

L , ,' 

UTI 46-20A 

Sum Lines 2 - 10 2.284 

Note (a) 50% 

ACC STAFF ADJUSTMENT TO PARTIALLY DISALLOW USWl ALLOCATED COS Line 11 12 ($1,142) 

Footnotes: 

(a) In Decision No. 58927 at pages 25 through 31, the Commission disallowed 
either 50% or 100% of the costs in most of these RC's. Staff has applied the lower 
50% disallowance factor, recognizing changes in the makeup of USWl since 1994. 
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Witness: M. Brosch 
Prefiled Direct Testimony 

I CONFIDENTIAL 

US WEST COMMUNICATIONS 

EMPLOYEE CONCESSION ALLOCATION TO INTERSTATE 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

DOCKET NO. T-1051 B-99-105 

LINE 
. NO. DESCRIPTION SOURCE - 

(A) (B) 

1 Test Period Employee Telephone Concession Benefits - Negative Revenues UTI 52-13 

Note (a) 2 Allocation Factor to Attribute Employee Benefits to the Interstate Jurisdiction 

3 ACC STAFF ADJUSTMENT TO ALLOCATE EMPLOYEE CONCESSIONS Line 1 Line 2 

Footnotes: 

ACC Staff 
Schedule C-21 
Page 1 of 1 

INTRASTATE 
---__ AMOUNT 

($471) 
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WRness. S. Carver 
Prefiled Direct Testimony I - '  US WEST COMMUNICATIONS 

RESERVED 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

DOCKET NO. T-10518-99105 

LINE 
NO. DESCRIPTION 

(A) 

1 RESERVED FOR FUTURE USE 

ACC Staff 
Schedule C-23 
Page 1 of 1 



Witness: S. Carver 
Prefiled Direct Testimony 

CONFIDENTIAL 

I !  

US WEST COMMUNICATIONS 

PROPERTY TAX CORRECTION 
TEST YEAR ENDING DECEMBER 31,1999 

(000's) 

DOCKET NO. T-1051B-99-105 

LINE 
NO. DESCRIPTION 

(A) 

1 

2 Revised Statutory Assessment Ratio 

Final Full Combined Cash Value 

10 

Assessed Value 

Average Tax Rate 

Total Arizona Annualized Property Tax 

%Intrastate 

Arizona Intrastate Annualized Property Tax 

Less: Intrastate Property Tax Included in USWC Updated Filing 

Less: OOP Property Tax Adjustment 

ACC STAFF ADJUSTMENT TO CORRECT USWC'S YEAR-END 
ANNUALIZATION OF PROPERTY TAX EXPENSE 

FOONOTES: 
(a) Source: USWC workpapers supporting updated Adjustment P-01. 
(b) Source: USWC response to UTI 45-1 1. 
(c) Source: ACC Staff Schedule F. 
(d) Arizona Intrastate Annualized ProDerhr Tax 

AZ Prooertv Tax ExDense MR5) $69.394 
. I  

USWC'%lnirastate ' (c) 0.7249 
MR Basis Per Book 50.302 
Add. USWC P-01 Property Tax Adjustme 
USWC AZ Intrastate Annualized Property 

(e) Property tax effect of access line sale is handled through separate adjUStment 
This effect is intentionally excluded from the annualization adjustment CalCUlatiOn 

( f )  Source. ACC Staff Schedule '2-25 

163 
$50,465 

ACC Staff 
Schedule C-24 
Page 1 of 1 

INTRASTATE 
AMOUNT 

(C) 

$49,661 

(50,465) 

(433) 

($1,238) 
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Wtness S Carver 
Prefiled Direct Testimony 

CONFIDENTIAL 

ACCRUAL RECORDED TEST YEAR 
ADJUSTMENT LINE MONTH ORIGINATING TRANSACTION 

NO. DESCRIPTION REFERENCE BOOKED PERIOD (whole dollars) %INTRASTATE (000's) 

1 
2 
3 

US WEST COMMUNICATIONS 
DOCKET NO. T-10516-99-105 

OUT OF PERIOD PROPERTY AND OTHER TAXES 
TEST YEAR ENDING DECEMBER 31,1999 

(000's) 

ACC Staff 
Schedule C-25 
Page 1 of 1 

10 

Property Tax 7240.19 
7240.19 
7240.19 

Subtotal 

Flat Rate License Tax 7240.30 
Use Tax 7240.91 

7240.9 1 
Sales Tax Assumed 7240.93 
Total 

ACC STAFF ADJUSTMENT TO RECOGNIZE OUT-OF-PERIOD 
ADJUSTMENTS TO OTHER TAX EXPENSE 

(C) (D) 

Sep99 
Sep-99 
Sep99 

Jan40 
Jun-99 
Jan-00 
Jan40 

FOOTNOTE: 
(a) Source: USWC response to UTI 59-16. 
(b) 'Sign" intentionally not reversed on accruals recorded in 2000 that relate to test year operations. 
(c) Adjustment for OOP property tax effects are considered in quantification of ACC Scheduled C-24 annualination adjustment. 

$2,061 



Witness: S. Carver 
Prefiled Direct Testimony 

US WEST COMMUNICATIONS 

OUT OF PERIOD INCOME TAXES 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

DOCKET NO. T-10518-99-105 

LINE 
NO. 

1 
2 

4 
5 
6 

I 3 

7 
8 
9 
10 
11 
12 

13 

ACCRUAL 
MONTH OR1 GI NATl NG 

DESCRIPTION REFERENCE BOOKED PERIOD 

(A) (B) (C) (D) 

Federal Income Tax 
Operating ITC - Net 7210.1 
Operating FIT 7220 

7220 
Deferred FIT - Net 7250.1 
Total Federal 

State 8 Local Income Tax 
Operating ITC - Net 7210.2 
Operating SITILIT 7230 

7230 
Deferred SITILIT - N 7250.2 
Total State 

(a) Nov-99 1998 

(a) Nov-99 1998 

(a) Nov-99 1998 
(a) Jun-99 1994 

ACC STAFF ADJUSTMENT TO RECOGNIZE OUT-OF-PERIOD 
ADJUSTMENTS TO INCOME TAX EXPENSE 

FOOTNOTE: 
(a) Source: USWC response to UTI 43-20, Attachment H. 

1998 
1994 
1999 

ACC Staff 
Schedule C-26 
Page 1 of 1 

RECORDED TEST YEAR 
TRANSACTION ADJUSTMENT 
(whole dollars) (000's) 

(E) (F) 

$75.374 ($75) 
1,406,210 (1,406) 
(424,348) 424 

(1,824,801) 1,825 
768 

nla 0 
602,953 (603) 

1.109.584 (1,110) 
446,698 (447) 

(2,159) 



I Witness: S Carver 
Prefiled Direct Testimony 

CONFIDENTIAL 

US WEST COMMUNICATIONS 
DOCKET NO. T-10518-99-105 

IMAGE ADVERTISING, OLYMPIC/SPORTS SPONSORSHIP 
TESTYEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

ACC Staff 
Schedule C-27 
Page 1 of 1 

LINE INTRASTATE 
NO. DESCRIPTION SOURCE TOTAL ARIZONA Yo INTRASTATE AMOUNT __ __ 

r .  i 

1 

2 
3 
4 
5 
6 
7 

8 
9 
10 
11 

12 

13 

(A) (8) 

Corporate Image Advertising, Account 6722 (External Relations (a), (d) 

OlvmDic SDOnOSOrShiD 
Account 6535 (Engineering Expense) 
Account 6611/12 (Sales Expense) 
Account 6722 (External Relations Expense) 
Account 6724 (Information Management Expense) 
Subtotal 

Sports SoonsorshiDs 
Diamondbacks, Account 6722 
Phoenix Suns, Acount 6722 
Subtotal 

Total Image Advertising and Olympic Sponsorship $9,931 .-. 

ACC STAFF ADJUSTMENT TO ELIMINATE IMAGE ADVERTISING 
AND OLYMPIC / SPORTS SPONSORSHIP COSTS 

($9,951) 

FOOTNOTES: 
(a) Source: USWC confidential response to UTI 64-22. 
(b) Source: Value-in-Kind and cash payments per USWC response to RUCO 28-14. 
(c) Source: USWC confidential response to UTI 65-8. 
(d) Source: ACC Staff Schedule F. 
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Witness: M Brosch 
Prefiled Direct Testimony 

LINE 
NO. 

US WEST COMMUNICATIONS 

RENT COMPENSATION 
TESTYEAR ENDING DECEMBER 31,1999 

INTRASTATE (000s) 

DOCKET NO. T-10516-99-105 
ACC Staff 
Schedule C-28 
Page 1 of 1 

INTRASTATE 
TOTAL STATE AMOUNT 

DESCRIPTION SOURCE AMOUNT 79.06% 

(A) (B) (C) (D) 

Company Proposed Annualized Arizona Rent Compensation Company WPs $48,091 

Test Period Recorded Rent Compensation - January through Dec 1999 45,614 

Company Proposed Annualization Adjustment PO1 Line 1 - Line 2 $2,477 $1,958 

December 1999 Times 12 -Annualized Rent Compensation Amount 

Corrected Annualization Adjustment - Overlap in Company's Adjustments Line 1 - Line 5 2,939 2,323 

Incremental Staff Adjustment to  Correct USWC's Overlapping Adjustments Line 5 - Line 3 462 365 

Company WPs 45,152 

Restated January 2000 Rent Compensation for Staff Rate of Return -Arizona Annual Staff Workpaper 47,420 

Less: Company Proposed Annualized Arizona Rent Compensation Line 1 48,091 
StaffRevRPRGl2000 

Staff Adjustment for Rent Compensation Rate of Return Line 7 - Line 8 (67 1 ) 

10 STAFF ADJUSTMENT TO CORRECT AND RESTATE RENT COMPENSATION Line 6 + Line 9 ($165) 
Note (a) 

Footnotes: 
(a) 

(b) USWC's January 2000 Rent Compensation Study ROR 10.17% 
Staff Proposed Overall ROR 9.68% 

Rent Compensation is recorded as Negative Miscellaneous Revenues 

ROR Spread in Line 9 Adjustment 0.49% 
Intrastate Dollars per Basis Point (10.8) 



Witness M Brosch 
Prefiled Direct Testimony 

CONFIDENTIAL 

i ;  . .  

LINE 
NO. __ 

1 

2 

3 

4 
5 

6 

7 

a 

9 
10 

11 

12 
13 

14 

US WEST COMMUNICATIONS 

EXCHANGE SALE ALLOCATION ADJUSTMENTS 
TEST YEAR ENDING DECEMBER 31, 1999 

INTRASTATE (000's) 

DOCKET NO. T-1051B-99-105 
ACC Staff 
Schedule C-29 
Page 1 of 1 

DESCRIPTION 

(A) 

Arizona Total State Test Period Marketing Expenses 

Percentage of Arizona Revenues in Exchanges Being Sold 

Marketing Expenses Allocated by Staff to Exchanges Being Sold 

Less: Marketing Expenses Allocated to Sold Exchanges per USWC 
Additional Marketing Expense Adjustment Required 

Arizona Total State Test Period Corporate Operations Expenses 

Percentage Reduction in Corporate Expenses Assumed by Staff 

Corporate Expenses Allocated by Staff to Exchanges Being Sold 

Less: Corporate Operations Expenses Allocated to Sold Exchanges per USWC 
Additional Corporate Operations Expense Adjustment Required 

Depreciation for Exchange Sale at New Accrual Rates 

Allocated Per Books 1999 Depreciation Allocated to Exchange Sales by USWC 
Additional Depreciation Expense Adjustment Required 

STAFF 
INTRASTATE ADJUSTMENT 

SOURCE AMOUNT AMOUNT 

(8) 

UTI 51-03 

Note (a) 

Line I 2 

UTI 51-03 
Line 3 - Line 4 

UTI 51-03 

Note (b) 

Line 6 7 

UTI 51-03 
Line 8 - Line 9 

Note (c) 

co. WIP p-07 

ACC STAFF ADJUSTMENT TO REVISE EXPENSE ALLOCATIONS TO EXCHANGES SOLD 

Footnotes : 
(a) 
(b) See testimony of M. Brosch 
(c) Source: ACC Adjustment C-15. 

($1 1,233) 



Witness: M. Brosch 
Prefiled Direct Testimony 

US WEST COMMUNICATIONS 

RECIPROCAL COMPENSATION 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000s) 

DOCKET NO. T-1051B-99-105 
ACC Staff 
Schedule C-30 
Page 1 of 1 

I TEST PERIOD TEST PERIOD NET COST OF 
RECORDED RECORDED INTRASTATE LINE 

- NO DESCRIPTION SOURCE REVENUES EXPENSES RECIPROCAL COMP. 

(A) (B) (C) (D) (E) 

$11,421 

($1 1,421) 

$17.982 1 Recorded Test Penod Reciprocal Compensation - Eliminated by Co Ad). W/Ps $6,561 

2 ACC STAFF ADJUSTMENT TO RESTATE RECIPROCAL COMPENSATION AT TEST PERIOD RECORDED LEVELS 



Witness: S. Carver 
Prefiled Direct Testimony 

US WEST COMMUNICATIONS 

CAPITAL STRUCTURE SUMMARY 
TESTYEAR ENDING DECEMBER 31,1999 

INTRASTATE (000s) 

DOCKET NO. T-1051 B-99-105 

LINE 
NO. DESCRI PTlON 

(A) 
AS FILED BY USW: (a) 

1 Debt 

2 Common Equity 

3 Total Capital 

ACC STAFF PROPOSED: (b) 

4 Debt 

5 Common Equity 

6 Total Capital 

ACC Staff 
Schedule D 
Page 1 of 1 

CAPITAL COST WEIGHTED 
RATIO RATES COST 

(C) (D) (E) 

47.60% 7.39% 3.52% 

7.34% 

100.00% 10.86% 

14.00% 52.40% 

47.60% 7.39% 3.52% 

52.40% 11.75% 6.16% 

100.00% 9.68% 

FOOTNOTES: 
(a) SOURCE: Capital Structure per USWC Exhibit GAR-2 (Redding Direct Testimony). 
(b) ACC Staff Witness Hill Exhibit - (SGH-2), Schedule 14. 
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Witness: S. Carver 
Pretiled Direct Testi 

US WEST COMMUNICATIONS 

RECONCILIATION OF POSITIONS 
TESTYEAR ENDING DECEMBER 31,1999 

INTRASTATE (000s) 

DOCKET NO. T-10518-99-105 
ACC Staff 
Schedule E 
Page 1 of 2 

LINE 
NO. - 

1 

2 

3 

4 
5 
6 
7 
8 
9 
10 
11 

12 

13 

14 

15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 

49 

50 

51 
52 
53 
54 

55 
56 

57 

SCH.1 REVENUE 
ADJ. DIFFERENCE IN REQUIREMENT 
NO. DESCRIPTION AMOUNT PRETAX RETURN VALUE 

(A) 

SCH. A USWC'S Revenue Requirement 

SCH. B Return Difference At USWC'S Rate Base 

Subtotal Revenue Requirement 

ACC STAFF RATE BASE ADJUSTMENTS 
B-1 UNRECORDED RETIREMENTS 

8-3 FAS87 PENSION ASSET 
B4 CASH WORKING CAPITAL 

8-2 SOP 98-1 (INTERNAL-USE SOFTWARE) 

8-5 
8-6 
8-7 

PROFORMA DEPRECIATION - RESERVE REVERSAL 
BROADBAND CABLE TRANSACTIONS (ASSET TRANSFER) 
FCC DEREG - SEPARATIONS ADJUSTMENT 

Total Value of ACC Staff Rate Base Adustments 

ACC Staff Rate Base Recommendation 

SCH. A USWC Net Operating Income 

C1 
c-2 
c-3 
C-4 
c-5 
C 6  
C 7  
C 8  
C 9  

Cl 0 
C11 
C12 
C13 
C14 
c-1 5 
C-16 
C17 
C l 8  
c-19 
C20 
c-21 
C22 
C23 
C24 
C25 
C-26 
C-27 
G28 
C29 
C-30 
C-31 
C32 
C33 

ACC Staff NET OPERATING INCOME ADJUSTMENTS 

ANNUALIZATION OF INTRASTATE TOLL REVENUES 
REVERSAL OF ACCESS ANNUALIZATION 
MISCELLANEOUS REVENUE NORMALIZATION 
DIRECTORY IMPUTATION PER AGREEMENT 
BROADBAND CABLE TRANSACTIONS 
UNCOLLECTIBLES ANNUALIZATION 
SERVICE QUALITY PROGRAM COST ELIMINATION 

EOP NONLABOR REVERSAL 
YEAR-END WAGE & SALARY ANNUALIZATION 
INCENTIVE COMPENSATION 

USWC PAYROLL ADJUSTMENT REVERSAL 
PROFORMA DEPRECIATION ANNUALIZATION 
INTEREST SYNCHRONIZATION ADJUSTMENT 
FCC DEREGULATED SERVICES REVENUE IMPUTATION 

PUBLIC AFFAIRS/RELATIONS EXPENSE DISALLOWANCE 
US WEST INC. DEPARTMENTAL DISALLOWANCES 
EMPLOYEE CONCESSION ALLOCATION TO INTERSTATE 
DEPRECIATION ON UNRECORDED RETIREMENTS 
RESERVED 
PROPERTY TAX CORRECTION 
OUT OF PERIOD PROPERTY AND OTHER TAXES 
OUT OF PERIOD INCOME TAXES 
IMAGE ADVERTISING, OLYMPICISPORTS SPONSORSHIP 
RENT COMPENSATION 
EXCHANGE SALE ALLOCATION ADJUSTMENTS 
RECIPROCAL COMPENSATION 
RESERVED 
RESERVED 
RESERVED 

Total Value of ACC Staff Net Operating Income Adj. 

REVENUE ANNUALIZATION - RECURRING LOCAL SERVICE 

AFFILIATE TRANSACTION TRUE-UP NORMALIZATION 

SOP 98-1 (INTERNAL-USE SOFTWARE) 

FCC DEREG - SEPARATIONS ADJUSTMENT 

SCH. A ACC Staff Net Operating Income Recornmendation 

OTHER REVENUE REQUIREMENT DIFFERENCES 
Bellcore 3 Year Adjustment 
Automatic Adjustment Revenue Requirement 

Total Other Differences 

RECONCILED RNENUE REQUIREMENT 
UNRECONCILED DIFFERENCE 

SCH. A ACC STAFF REVENUE REQUIREMENT RECOMMENDATION 

$201,221 

-2.05% (29,159) $1,422,100 

172,062 
PRE-TAX 
RETURN 

0 13.99% 0 
(7.417) 13.99% (1,038) 

(42.344) 13.99% (5.924) 
(9.469) 13.99% (1,325) 
64,565 13.99% 9,032 
6.791 13.99% 950 
1,061 13.99% 148 

13,187 1.845 

$1.435.287 

REVENUE 
$43,833 CONVERSION 

MULTIPLIER 

5,314 
215 

(1,091) 
(881) 

24,722 
950 
61 

5,747 
(650) 

5,751 
8,151 
3.253 

19.323 
7,839 
1,763 

46 
2.128 

(2.165) 
452 
683 
282 

1,721 
0 

740 
(1.233) 
1,392 
5,939 

99 
6,717 

(6.830) 
0 
0 
0 

1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1 A995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 
1.6995 

90,438 

8134.271 

0 
(13,252) 
(1 3,252) 

$7.034 
208 

$7.242 
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US WEST COMMUNICATIONS 
DOCKET NO. T-l051B-99-105 

CALCULATION OF PRE-TAX RETURN 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000s) 

LINE 
NO. 

7 

REVENUE 

COST MULTIPLIER PRETAX 
DESCRIPTION (SCH. D) (SCH. A-1) RETURN 

WEIGHTED CONVERSION 

(A) (6) (C) (D) 

RETURN PER ACC STAFF: 

Debt 
Common Equity 

3.52% 1 .moo 3.52% 
6.16% 1.6995 10.47% 

ACC Staff Total Pretax Retum 9.68% 13.99% 

RETURN PER USWC: 

Long Term Debt 
Common Equity 

USWC Total Pretax Retum 

DIFFERENCE IN PRETAX RETURNS 

3.52% 1 .oooo 3.52% 
7.34% 1.7056 12.52% 

10.86% 16.04% 

-2.05% 

ACC Staff 
Schedule E 
Page 2 of 2 
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I '  

I. STATEMENT OF QUALIFICATIONS AND INTRODUCTIOS 

3 Q. PLEASE STATE YOL'R NAME AND BUSINESS ADDRESS. 

3 .4. My name IS Thomas hd. Regan. My business address is 8625 Farmington Cemete? Road. 

5 Pleasant Plains, Illinois, 62677. 

6 

7 Q. WHAT IS YOUR PRESENT OCCUPATION? 

8 A. I am an Economist with the firm of William Dunkel and Associates. I have been empioyed by 

9 

10 

1 1  

12 Q. HAVE YOU PREVIOUSLY TESTIFIED'? 

Willim Dunkel and Associates since 1994, Since that time, I have regularly provided 

consulting services in telephone regulatory proceedings throughout the country. 

A. Yes. I testified on behalf of the Colorado Office of Consumer Counsel in a rate rebalancing case 

14 

15 

16 hearings. 

involving U.S. West Communications, Inc., Docket No. 96s-257T et al. In additioz- I pre-filed 

testimony in Pennsylvania Docket No. R-00953409. However, that case was settled p5or to 
c 

17 

18 Q. HAVE YOU PREPARED AN APPENDIX THAT DESCRIBES YOUR QUALIFIC-qTIONS? 

19 A. Yes. My quaIifications are shown on Appendix A. 

20 

2 1 Q. WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY IN THIS PROCEE3PiG? 

22 A. The purpose ofmy Direct Testimony in this proceeding is to discuss the proper economic 
1 



principles that apply to the calculation of economic costs. and the role that these  cos^ have in 

7 - this proceeding. In this testimony, I discuss the Total Service Long-Run Incremental Cost 

3 (TSLRIC), and its proper role as a price floor for senices. In addition, I discuss the Stand-Alone 

3 Cost, and its proper role as a price ceiling for sen.ices. Finally, I discuss how the TSLRIC and 

5 

6 

Stand-Alone Costs are properly used to identify the existence of subsidies. 

7 Q. WHAT IS THE TSLRIC, AND HOW IS IT CALCULATED? 

8 A. There are at least two ways the TSLRIC of a service can be determined. One way to determine 

9 

10 

1 1  

13 

14 

15 
16 
17 
18 
19 

20 

31 

22 

the TSLRIC is to calculate the costs that are avoided when the service in question is discontinued 

or eliminated, while all other services continue to be provided. This can be determined by 

calculating the difference between the total costs of providing all services, including the service 

in question, and the total cost of providing all services without the service in question. This 

method of calculating TSLRIC is consistent with USWC's definition of TSLRIC, as provided by 

Mr. Thompson in his Direct Testimony in this proceeding: 

The TSLRIC studies identify the total cost of offering the service - defined as the total 
costs incurred by U S WEST while offering the service, less the total costs thar would be 
incurred by U S WEST if the service were not offered.' 

An alternative method of calculating the TSLRIC is to determine the additional cost that is 

incurred when the service in question is added to a network that already provides ail other 

services provided by the company. This method of calculating TSLRIC is consistenr with the 

'Thompson Direct Testimony, page 4, line 23. 
- 7 



definition of TSLRIC contained in the Arizona Corporations Commission's Rules an6 

- 7 Regulations, Section R14-2-1102 (1 7), which provides the following definition: 

3 
4 
5 
6 
7 
8 
9 

10 

"Total Service Long Run Incremental Cost." The total additional cost incurred by a 
telecommunications company to produce the entire quantity of a service, given that the 
telecommunications company already provides all of its other services. Total Senice  
Long run Incremental Cost is based on the least cost, most efficient technolog- that is 
capable of being implemented at the time the decision to provide the service is made. 

When properly applied, either of the above definitions will lead to the proper calculation of 

1 1  TSLRIC costs. 

12 

13 Q. WHY IS THE TSLRIC THE APPROPRIATE PRICE FLOOR FOR A SERVICE? 

14 A. As USWC indicated in its response to Data Request WDA 2-6 in this proceeding, as long as a 

15 
* 
! 

17 

18 

19 

20 

21 

73 -- 

23 

24 

service is priced equal to or above its properly calculated TSLRIC, the service is not receiving a 

cross-subsidy. If a service is priced below its properly calculated TSLRIC, the service is 

receiving a cross subsidy. Therefore, a price set equal to TSLRIC represents the minimum level 

at which a service could be priced and not receive a subsidy. As long as the price for a service is 

at least covering the additional cost that is directly caused by that service, the company is better 

off providing that service than not providing it. If the price for a service does not coL-cr at least 

the additional cost that is directly caused by the provision of that service, the company is better 

off by not providing that service. For these reasons, the TSLRIC is generally accepted as the 

appropriate price floor for a service. 

25 Q. IS IT COMMON FOR THE TSLFUC COSTS TO EXCLUDE A LARGE PORTIOS OF THE 



I <  

TOTAL COSTS OF PROVIDING TELECOMML'h'lCATIONS SERVICES? 

2 A. Yes. It is common for the TSLRIC costs to exclude a large portion of the total costs of providing 

3 

4 

5 

6 

7 

8 

9 

10 

1 1  

telecommunications services. As Mr. Dunkel testified in his Direct Testimony, the pro\-ision of 

telecommunications services is engineered such that many services are provided over shared 

network facilities whose costs would not be avoided even if any one of the services that are 

provided using those facilities were eliminated or discontinued. As Mr.. Dunkel points out, the 

costs of such network facilities represent a large portion of USWC's total investment in all 

facilities combined. As a result, the calculated TSLRIC based on this conclusion exclude a 

significant portion of the total costs of providing telecommunications services. 

Q. IS THERE ANY PRACTICAL WAY TO ASSIGN SHARED COSTS ON THE BASIS OF 

COST-C AUS ATION? 

13 A. No. The fundamental principle of TSLRIC costs is to assign costs on the basis of cost-causation. 

14 

15 

16 

17 

18 

19 

20 Q. HAS THE FCC RECOGNIZED THE DIFFICULTY OF ASSIGNING SHARED F-4CILITY 

21 

If the costs of a facility are shared by more than one service, there is no practical lvay to assign 

the costs of those facilities on the basis of cost-causation. In the case of shared costs, all of the 

costs would be required to provide at least one other service in addition to the service in question. 

Therefore, none of the shared costs would be added (avoided) if the service in question were 

added (eliminated or discontinued) from a network that continued to provide all other services. 

COSTS ON THE BASIS OF COST-CAUSATION? 

4 



A. Yes. The FCC has specifically indicated that the some telecommunications facilities cannot be 

allocated on the basis of cost-causation principles, because all of the facilities would be required 2 

3 even if they were used only to provide local service, or if they were used to only provide 

4 interstate access service. The FCC specifically stated: 

5 
6 
7 
8 
9 

10 
11  distance calls.' 
12 

13 

These costs pose particularly difficult problems for the separations process: The 
costs of such facilities cannot be allocated on the basis of cost-causation principles 
because all of the facilities would be required even if they were used only to 
provide local service or only to provide interstate access services. A significant 
illustration of this problem is allocating the cost of the local loop, which is needed 
both to provide local telephone service as well as to originate and terminal long- 

Q. IF SHARED COSTS CANNOT BE ASSIGNED ON THE BASIS OF COST-CAUSATION, ON 

14 WHAT BASIS ARE THEY TO BE ASSIGNED? 

-1 5 A. Since there are no strict economic principles that dictate how shared costs are to be recovered, 
3 

17 

18 

19 

20 

21 

22 

23 

the recovery of the costs of shared facilities is really a pricing matter that is based upon 

someone's judgement. When it comes to the recovery of shared costs, public policy principles 

are applied rather than economic principles. 

For example, for public policy reasons, a Commission may choose to price residential basic 

exchange service such that it makes a smaller percentage contribution over and above TSLRIC 

toward the shared and common costs of USWC, compared to other more discretionary services. 

However, this is no longer a matter of "subsidy." This is merely a policy decision to impose a 

21123, FCC Access Charge Reform Order, FCC 97-158 

5 



relatively smaller markup above TSLRlC for residential basic exchange service than for more 

discretionary services. As long as a service is priced at or above its properly calculated TSLRIC, 

the service is not receiling a subsidy. 

2 

3 

4 

5 Q. WHAT IS THE STA_"\;D-ALONE COST? 

6 A. The Stand-Alone Cost is the cost that would have to be incurred to provide a service if that 

7 

8 

9 

10 Q. WHY DOES THE STAND-ALONE COST REPRESENT THE PRICE CEILING? 

1 1 A. Economic theory dictates that in order for a price to not provide a subsidy, it must be at or below 

service "stood alone", and did not share facilities with any other service. In economic theory, the 

Stand-Alone Cost generally determines the price "ceiling" for a service. 
cr 

13 

14 

15 

16 

17 

18 

19 

20 

21 

f 

the properly calculated Stand-Alone Cost for that service. If a service has a price that is above its 

Stand-Alone Cost, then that service could be providing a subsidy to one or more of the 

company's other services. If a service is priced above Stand-Alone Cost, but no sen-ices are 

receiving a subsidy (i.e. no services are priced below their properly calculated TSLRIC), the 

payment of rates above Stand-Alone Cost for that service could be thought of as a "subsidy" to 

the company's shareholders in the form of higher earnings, rather than actually subsidizing some 

other service. Since the price for a service must be at or below the Stand-Alone Cost to not 

provide a subsidy, the Stand-Alone Cost is generally considered to be the price ceiling for a 

service. 

6 



Q. HAS THE FCC .4CKVOWLEDGED THAT THE TSLRIC IS THE PRICE FLOOR -OD THE 

I 7 STAND-ALONE COST IS THE PRICE CEILING FOR A SERVICE? 

3 A. Yes. These widely accepted, economic principles are discussed in the following quotation from 

4 an FCC Order: 

5 
6 
7 
8 
9 

10 

11 

Economists would say that in order to give incumbent local exchange carriers the proper 
incentives to build multi-service facilities, where such facilities are economically rational, 
cost allocated to each individual service or subset of services should be less than the 
stand-alone cost but greater thawthe incremental cost. ... These are the upper and lower 
bounds within which costs allocated to regulated and nonregulated services should fi111.~ 

Q. IF A PRICE IS SET ABOVE ITS TSLRJC FLOOR OR BELOW ITS STAND-ALOL‘E PRICE 

12 CEILING, IS THAT INDICATIVE OF ANY PRICING PROBLEM? 

13 A. No. The proper range for a price is between the TSLRIC price floor and the Stand-Alone price 

1.4 ceiling. This is the range of subsidy-free rates where prices should generally fall. If a service is 

priced above its TSLRIC floor, this is not indicative of a problem, since prices are generally set 

above the floor to provide contribution toward the shared, joint and common costs of providing 

services. If a service is priced below its Stand-Alone ceiling, this is not indicative of any pricing 

9 
.> 

16 

17 

18 

19 

20 Q. IF SWITCHED ACCESS, TOLL OR VERTICAL SERVICES ARE SHOWN TO BE PRICED 

21 

22 

problem either, since prices are normally set below their ceiling. 

ABOVE THEIR RESPECTIVE TSLWCOSTS,  DOES THIS DEMONSTRATE TK4T 

THESE SERVICES PROVIDE A “SUBSIDY” TO RESIDENTIAL BASIC EXCH-kYGE 

’ f l20, FCC ‘s Notice of Proposed Rulemaking, CC Docket No. 96-1 12, adopted and released May 10. 1996. 

7 
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3 

4 

5 

6 

7 

8 

9 

10 

11 

SERI'ICE? 

A. No. Demonstrating that a service is priced above TSLRIC does not provide sufficient e\.idence 

of that service providing a subsidy to other services. Rather, a service must be demonstrated to 

be priced above its properly calculated Stand-Alone Cost to be demonstrated to be prol-iding a 

subsidy. Furthermore, even if a service is demonstrated to be priced above its properly 

calculated Stand-Alone Cost, in order to demonstrate that the service is providing a subsidy to 

another service, some other service must be demonstrated to be priced below its properly 

calculated TSLRIC. If no services are found to be priced below their properly calculated 

TSLRTC, the "subsidy" may actually be flowing elsewhere, such as to the company's 

shareholders in the form of higher earnings, rather than as a subsidy to another senice.  

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY? 

13 A. Yes. 

8 
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Thomas M. Repar,. Consultant 
8625 Farmington Cemetery Road 
Pleasant Plains. IL 62677 

PRESENT POSITION 
William Dunkel and Associates 
Position: Consultant 

- Prefiled testimony on behalf of the Pennsylvania Office of Consumer Advocate in a case 
involving Bell Atlantic-Pennsylvania, Docket No. R-953409 in which he addressed 
stimulation as a result of toll price reductions. That proceeding was settled prior to going 
to hearing. 
Testified on behalf of the Colorado Office of Consumer Counsel in a rate rebalancing 
case involving U.S. West Communications, Inc., Docket No. 96s-257T et al. 

Participated in, but did not testify in, the following proceedings: 

-New Mexico Case No. 3008 (General Ratemepreciation case of USWest) 
-Arizona Docket No. T-0105 1B-97-0689 (Depreciation case of US West) 
-Illinois Docket No. 99-0412 (EAS case involving Geneseo Telephone Company) 
-Illinois Docket Nos. 98-0200/98-0537 (Consolidated) (Usage sensitive senice of GTE) 
-Florida Undocketed Special Project (Fair and Reasonable Rates of BellSouth, GTE, 
and Sprint) 
-Pennsylvania Docket No. A-3 101 25F002 (GTE North Interconnection Proceeding) 
-Washington Docket UT-960369 (US West Communications, Inc. Interconnection Case) 
-Utah Docket No. 97-049-08 (US West Communications, Inc. General Rate Case) 
-Oklahoma Cause No. PUD 96-0000214 (Public Service of Oklahoma Depreciation 
Case) 
-Hawaii Docket No. 7702 (GTE Hawaiian Tel General Rate Case) 
-Washington Docket UT-950200 (US West Communications, Inc. General Rate Case) 
-Pennsylvania Docket R-00953409 (Bell Atlantic Toll Automatic Savings Plan) 
-Pennsylvania Docket R-00963 550 (Bell Atlantic Rate Rebalance Proceeding) 
-Iowa Docket WU-95-11 (US West Communications, Inc. General Rate C s e  - 
Withdrawn by USWC just prior to hearings) 
-Arizona Docket E-105 1-93-1 83 (US West Communications, Inc. General Rate Case - 
Remand) 
-Colorado Docket 95s-523T (US West Communications, Inc. CustomChoice Case - 
Withdrawnj 
-Utah Docket 95-049-05 (US West Communications, Inc. General Rate Case) 
-Iowa Docket RPU-95-10 (US West Communications, Inc. Interconnection Case) 
-Hawaii Docket 94-0298 (General Telephone and Electronics (GTE) Depreciation Case) 
-Indiana Cause No. 39938 (Indianapolis Power and Light Company - Depreciation Case) 

1 



Appendix A 
Participation in the above proceedings included some or all of the following: 

Developing analyses, writing draft testimony, preparing data requests, analyzing issues, 
analyzing price elasticity and other economic issues, writing draft testimonies, prepared 
data requests and responses, prepared draft questions for cross-examination, and 
developed various quantitative models 

Member of the Economic Advisory Board at the University of Illinois-Springfieid. 

PREVIOUS EMPLOYMENT 

Sangamon State University 
Graduate Assist ant 

-Prepared research projects on various economic topics 
-Formed theoretical and statistical models 
-Analyzed results of empirical models 
-Formulated policy recommendations based on results. 
-Worked with students 

EDUCATION 

Master of A r t s  in Economics from Sangamon State University in Springfield, Illinois 
GPA 3.97/4.0 

Bachelor of Arts in Liberal A r t s  Economics from University of Illinois, Urbana, Illinois 

Relevant Coursework: 
-Mathematics and Calculus 
-Statistical Analysis 
-Accounting/Financial Analysis 
-Economic and Statistical Modeling 

-Economics in Management 
-International Economics 
-Environmental Economics 

-Marketing 

Academic -4kvards and Honors: 
-Phi Theta Kappa Honor Fraternity 
-Economics Marshall Award 
-Omicron Delta Epsilon Economics Honor Society 
-Who's Uho at America's Colleges and Universities 
-Outstanding Student in Economics Award 
-Highest graduate GPA in history of Economics program 

2 
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US Ti‘EST Communications 
Docket No. T-1051B-99-105 
Direct Testimony: S. G. Hill 

INTRODUCTION / SUMMARY 

Q. PLEASE ST-4TE YOUR NAME, OCCUPATION AND ADDRESS. 

A. My name is Stephen G. Hill. I am self-employed as a financial consultant, and principal of 

Hill Associates, a consulting fm specializing in financial and economic issues in regulated 

industries. My business address is P. 0. Box 587,4000 Benedict Road, Hurricane, West 

Virginia, 25526 (e-mail: sghill@compuserve.com). 

Q. BRIEFLY, WHAT IS YOUR EDUCATIONAL BACKGROUND? 

A. After graduating with a Bachelor of Science degree in Chemical Engineering from Auburn 

University in Auburn, Alabama, I was awarded a scholarship to attend Tulane Graduate 

School of Business Administration at Tulane University in New Orleans, Louisiana. There 

I received a Master’s Degree in Business Administration. More recently, I have been 

awarded the professional designation “Certified Rate of Return Analyst” by the Society of 

Utility and Regulatory Financial Analysts. This designation is based upon education, 

experience and the successful completion of a comprehensive examination. ,4 more detailed 

account of my educational background and occupational experience appears in Appendix A. 

Q- HAVE YOU TESTIFIED BEFORE THIS OR OTHER REGULATORY COMMISSIONS? 

A. Yes, I have appeared previously before this Commission. In addition, I have testified on 

cost of capital, corporate finance and capital market issues in over 175 regulatory 

proceedings before the following regulatory bodies: the West Virginia Public Sxvice 

Commission. the Texas Public Utilities Commission, the Oklahoma State Corporation 

Commission. the Public Utilities Commission of the State of California, the Pennsylvania 

Public Utilities Commission, the State of Maine Public Utilities Commission, the 

Minnesota Public Utilities Commission, the Ohio Public Utilities Commission. the 

Insurance Commissioner of the State of Texas, the North Carolina Insurance 



US WEST Communications 

Direct Tesnmony: S. G. Hill 
Docket XQ. T-1051B-99-105 

Commissioner. the mode Island Public Utihties Commission. the City Counci! of Austin, 

2 

I 3  

10 

11 

12 

13 

14 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Texas, the Missouri Public Service Commission, the South Carolina F’ubLic S m i c e  

Commission, the Public Utilities Commission of the State of Hawaii, the Maqland Public 

Service Commission, the Public Service Commission of Utah, the m o i s  Commerce 

Commission, the Kansas Corporation Commission, the Indiana Utility Regulatory 

Commission. the Virginia Corporation Commission, the Montana Public Senics 

Cornmission, the New Mexico Public Service Commission, the Public Service 

Commission of Wisconsin, the Vermont Public Service Board, the Federal 

Communkations Commission and the Federal Energy Regulatory Commission I have also 

testified before the West Virginia Air Pollution Control Commission regarding appropriate 

pollution control technology and its financial impact on the company under re\?;iew and have 

been an advisor to this Commission on matters of utility fmance. 

0. ON BEHALF OF WHOM ARE YOU TESTEYING IN THIS PROCEEDING? 

A. I am testifying on behalf of the Staff of the Arizona Corporation Commission (S-. 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

A. I have been requested by the Staff to present a cost of capital analysis for the .kimna local 

exchange operations of Qwest, formerly US WEST Communications, Inc. (USWC1, the 

Company). As part of my analysis, I will recommend and testifv to the overall rate of 

return that should be utilized in determining the revenue requirement for the Company in 

this proceeding. In addition, I will comment on the cost of capital testimony submitted by 

Company witness Peter Cummings. 

Q. HAVE YOU PREPARED AN EXHIBIT IN SUPPORT OF YOUR TESTIMOXY? 

A. Yes. I have prepared an Exhibit, entitled Exhibit-(SGH-l), consisting of 12 Schedules. 

This Exhibit was prepared by me and is correct to the best of my knowledge and belief. 

Qwest’s local exchange operations will be referenced in this testimony as USWC-Arizona or USWC-AZ, 
and due to the recent name change, Qwest will be referred to as US WEST Communicaions in this 
testimony. 

2 
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US WEST Communications 
Docket KO. T-1051B-99-105 
Direct Tsstimony: S. G. Hill 

Q. PLEASE SUmARIZE YOUR TESTIMONY AND FINDINGS CONCERKNG THE 

RATE OF RETURN WHICH SHOULD BE ALLOWED IN ESTABLISHING -4 

REVENUE REQTJIREMENT FOR THE ARIZONA LOCAL EXCHANGE TELEPHONE 

OPERATIOKS OF US WEST COMMUNICATIONS IN THIS PROCEEDIXG. 

A. My testimony is organized into four sections. First, I review the current macrc-economic 

environment in which my equity return recommendation is made and show that current 

economic indicators support the reasonableness of that recommendation. Second. I review 

the Company‘s requested capital structure and determine an appropriate ratemakng capital 

structure. 

Third. I evaluate the Company‘s cost of equity capital using DiscomEd Cash Flow 

(DCF), Modified Earnings-Price Ratio (MEPR), Market-to-Book Ratio (MTB) and Capital 

Asset Pricing Model (CAPM)) analyses. It is not possible to directly analyze the equity 

capital cost of a local exchange telecommunications fm like USWC-Az because no firms 

exist which engage only in those operations. Therefore, I determine the cost of equity using 

proxy groups that bracket the operating risk of USWC-Az. That is, the equity capital cost 

rates of firms that have similar-but-lower risk as well as f m s  that have similar-but-higher 

risk than USWC-Az are analyzed, and provide an indication of the upper and lower bound 

of the cost of equity for a local exchange telephone company. 

In the fourth section of my testimony, I discuss the shortcomings contained in 

Company wimess Cummings’ equity capital cost analysis. Mr. Cummings‘ analysis 

improperly focuses only on fums that have higher operating risk than USWC-Arizona. The 

Company wimess’ analysis uses telecommunications holding companies as well as a 

sample of fully-competitive f m s  to estimate the cost of equity. However, information 

relative to the level of competition experienced in Arizona (provided by the Company in 

response to Staff data requests) indicates that competition has made only very small inroads 

into the Company’s local exchange operating revenues, and net profits are up strongly 

during the past few years. Therefore, the Company’s own operahg data confkns that 

USWC-Az remains a near-monopoly provider of local exchange service--a rellarively 

lower-risk enterprise. Therefore, Mr. Cummings’ exclusive focus on fully-competitive 
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f m s  produces an equity cost estimate which overstates that appropriate fOi fne Company's 

local exchange operations in Arizona. 

I have estimated the equity capital cost of local exchange telephone operarions of 

similar risk to US WEST Communications to be in the range of 11.0% to 12.5%. Within 

that range, a reasonable point estimate of the cost of equity capital for the Company is at the 

mid-point of that range, or 11.75%. Utilizing an 11.75% equity cost rate with the cost of 

debt and capital structure requested by the Company produces an overall cost of capital 

range for US WEST Communications of 9.55% (see ExhibitJSGH-1), Schedule 12). I 

recommend that the Commission rely on that overall return for the purpose of setring rates 

for USWC-Arizona in this proceeding. 

Q. WHY SHOULD THE COST OF CAPITAL SERVE AS A BASIS FOR THE PROPER 

ALLOWED RATE? OF RETtiRN FOR A REGULATED FIRM? 
A. The Supreme Court of the United States has established, as a guide to assessing an 

appropriate level of profitability for regulated operations, that investors in such firms are to 

be given an opportunity to earn returns that are sufficient to attract capital and ar, 

comparable to returns investors would expect in the unregulated sector for assuming the 

same degree of risk. The Bluefield and Hope cases provide the seminal decisions Bluefield 

Water Works v. PSC, 262 US 679 (1923); FPC v. Hope Natural Gas Companv. 320 US 

591 (1944)]. These criteria were restated in the Permian Basin Area Rate Cases. 390 US 

747 (1968). However, the Court also makes quite clear in Hope that regulation does not 

guarmtee profitability and, in Permian Basin. that, while investor interests (profitability) 

are certainly pertinent to setting adequate rates, those interests do not exhaust the relevant 

considerations. 

As a starting point in the rate-setting process, then, the cost of capital of 2 regulated 

fm represents the return investors could expect from other investments, while assuming 

no more and no less risk. Since financial theory holds that investors will not pro%<& capital 

for a particular investment unless that investment is expected to yield their opportunity cost 
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of capital, the correspondence of the cost of capital with the Court's guidelines for 

appropriate earnings is clear. 

I. ECONOMIC ENVIRONMENT 

Q. WHY IS IT IMPORTANT TO REVIEW THE ECONOMIC ENVIRONMEhT IS THE 

PROCESS OF DETERMINING AN EQUITY COST ESTIMATE? 

A. The cost of equity capital is an expectational, or ex ante, concept. In seeking to estimate the 

cost of eqiiity capital of a fm, it is necessary to gauge investor expectations with regard to 

the relative risk and return of that fm, as well as that for the particular risk-clw of 

investments in which that firm resides. Because this exercise is, necessarily. bzstd on 

understanding and accurately assessing investor expectations, a review of the larger 

economic environment within which the investor makes his or her decision is most 

important. Investor expectations regarding the strength of the US. econoq-. the direction 

of interest rates and the level of inflation (factors that are determinative of capital costs) are 

key building blocks in the investment decision. They should be reviewed by the analyst and 

the regulatory body in order to assess accurately investors' required r e t u r n 4 e  cost of 

equity capital. 

Q. IN LIGHT OF THE CURRENT FINANCIAL AND ECONOMIC ENVIROhMENT IN 

THE U.S., WHY DO YOU BELIEVE AN 11.75% RETURN ON EQUITY CAPITAL IS 

REASONABLE FOR A LOCAL, EXCHANGE TELEPHONE COMPANY P; TODAY'S 

CAPITAL, MARKET? 

A. Although there was a strong upward movement in interest rate levels during 1999 and the 

first half of 2000, the overall level of fmed-income capital costs continues to remain 

relatively modest by historical standards. Also, there are examples in the rnadzrplace for 

equities that indicate that investor return requirements continue to remain relatively low. 

For example, recent investor service reports regarding the utility industq- indicate 

that investment return expectations in that industry are relatively modest. As this 
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Commission 1s well aware, the energy utility is changing dramatically as resmcnrring 

occurs in both the electric and gas businesses. Therefore, while carrying less risk than 

telecommunications companies generally, gas utilities face many of the samt  hinds of 

competitive (ie.,  bypass) risks faced in the local exchange telephone indust?.. and, thus. 

provide an indicator of the lower end of investors’ return expectations for local exchange 

telephone companies. 

A recent A.G. Edwards report on the gas utility industry2 indicates that market- 

based return expectations for gas utllity stocks are well below historical earned returns. 

That investor service publication reports that, for a smple of 19 large and small gas 

distributors, the median total return expectation (dividend yield plus expected growth-a 

DCF-type calculation) is approximately 9.5%. That total equity return expectation is far 

below the lower end of the range of equity returns I recommend in this proaxding for 

USWC-Arizona-1 1.0%. 

- 

A.G. Edwards also reviews the estimated total return for “integrated-‘ gas utilities, 

and energy merchant companies. Those firms, unlike gas distribution operations (and 

similar to telephone companies), have si_enificant non-utility operations and, as a result, 

have a higher overall investment risk. A.G. Edw median market return expectation for 

all the gas industry companies it reviews is 10.1 %. Therefore, even for gas operations that 

engage in significant unregulated operations (exploration, production, gas marketing), 

investors’ equity return expectations, as exhibited by that recent AG. Edwards publication, 

are below the lower end of the range I recommend for USWC-Arizona in this proceeding. 

Those data confirm that my 11.75% equity return recommendation for telecommunications 

companies is conservative. 

Another indication of the reason investors are willing to buy and hold stocks that 

offer relatively low returns is shm;n in Exhibit-(SGH- l), Schedule 1, page 1 I which 

depicts Moody’s A-rated utility bond yields from 1984 through May, 2000. Page 1 of 

Schedule 1 shows that interest rates and capital costs, even with the recent yield increases, 

remain low relative to the interest rate levels that existed in the mid-1980s. ALSO, page 2 of 

A.G. Edwards, “Gas Utilities Quarterly Review,” March 31,2000. 
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Schedule 1 (Exhibit-(SGH- I)), which presents the year-average h4oody-s -4-rated bond 

yields for each year over the past 30 years (1968-1999), shows that the last rim? debt cost 

rates were as low as they were during 1998 was roughly thirty years ago. In 1-9. A-rated 

bond yields were considerably higher than the average yield established in 199s 

(approximately 7.6% versus 7% in 1998) but that level is still similar to average bond yield 

levels last seen in the U.S. in the late 1960s and early 1970s (prior to the 1973 oil 

embargo). Even the most recent average A-rated utility bond yield, 8.2’72. falls in the 

lower range of interest rates that have existed over the past 30 years. 

The above data indicate that capital costs, even with the recent credit tightening by 

the Federal Reserve, remain at relatively low levels and generally support thc efficacy of 

my range of equity capital costs. However, it is important to note here that equity capital 

cost rates and bond yields do not move in lock-step fashion over time. In fact, the 

variabihty of that return differential is a fundamental reason why risk premium type 

analyses-which attempt to quantify the additional return over bond yields required by 

equity investors-are not reliable Q primary indicators of equity capital cost Therefore, it 

is necessary to perform an independent cost of equity capital analysis, rather than to simply 

“index” the cost of capital to current interest rates. 

Q. PLEASE BRIEFLY DESCRIBE THE INTEEREST RATE CHANGES THAT K4VE 

OCCURRED IN THE U.S. ECONOMY OVER THE PAST FEW YEARS ASD HOW 

THEY IMPACT CAPXTAL COST RATE EXPECTATIONS FOR THE FL-TC-RE. 

A. The interest rate trough that existed in 1986 and early 1987, mentioned above. spurred 

increased economic activity in the U.S. The rate of growth in the U.S. Gross Domestic 

Product (GDP) increased rapidly by the end of 1987 and showed signs of conrlnuing to 

gain strength. That increased economic activity, in turn, led to increased inflation 

expectations (a rapid rate of economic growth can create shortages in labor and materials, 

driving up the price of those factors of production which ultimately results in higher prices 

Value Line Selecrion & Opinion, most recent six weekly editions (4/28/00-6/2/00, inclusive). A-rated 
utility bond yield averages. 
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in all sectors of the economy). That expectation of increased inflation caused the Fed to act 

aggressively to slow down what was widely believed to be an overheating economy. The 

very sharp intercst rate rise that followed in late 1987 and 1988, shown on 

Exhibit-(SGH-1), page 1 of Schedule 1, succeeded in damping down the economy, 

reducing inflationary pressures, and allowing interest rates to fall again. 

Since that time, the “cat and mouse” game between the Fed and nascent inflation 

has continued to be a primary influence in the U.S. macro-economy and the level of interest 

rates. Overall. as inflation has remained calm. interest rates have trended dounward, but 

that general downward direction has been interrupted when investors (andlor the Fed) 

believed that falling interest rates would spur rapid economic growth. Rapid economic 

growth has, historically, created unwanted inflation. Investors therefore, anticipating that 

higher inflation and interest rzti?s might be the result of rapid economic expansion, have 

reacted to positive economic news (e.g., increasing GDP growth rates, lower 

unemployment) or negative inflation news (e.g.. increasing commodity prices, factory 

capacity or labor shortages) by bidding down debt prices and driving up interest rates. That 

is precisely the economic situation that fueled the more recent interest rate peaks from 1994 

through the 1999/2000 period (see Exhibit-(SGH-l), Schedule 1, page 1). 

As I noted previously, single-A rated utility debt yielded about 7.6%. on average, 

in 1999, while, more recently, equivalently-rated debt has been priced to yield 82%. That 

cost rate increase is due, primarily, to investors’ concerns regarding the continued strength 

of the U.S. economic expansion (now the longest peacetime expansion U.S. in history) 

and the potential for increased inflation caused by that rapid level of growth. -4s Value Line 

noted in its most recent Quarterly Review regarding economic growth, inflation and the 

interest rate envhnment, the current expectation is that the Federal Reserve’s credit 

tightening will, in the latter half of 2000 begin to slow down the economy. Moreover, 

Value Line predicts that while interest rate increases will be volatile for a time. they will 

continue in the future at relatively moderate levels preserving a favorable capital cost 

environment: 
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"Economic Growth: As noted. growth surged late in 
1999 and in the early part of this year. Moreover, we look 
for just a modest reduction in activity ths quarter, with GDP 
rising by at least 4.0%-4.5% [chart omitted]. A further 
slowing in the pace of activity is then likely in the third and 
fourth quarters, as past and prospective tightening moves by 
the Fed start to finally clip the sails of the housing, retail, 
labor, and industrial markets [chart omitted]. Continued 
moderation in growth, to the 3.0%-3.3% level, would then 
seem Uely in 2001. Thereafter. assuming no major 
miscalculations by the Fed, or exogenous shocks on the 
US. or international stage, GDP growth would likely hold 
near that level over the next 3 to 5 years. We caution, 
however, that deviations from such a growth path-indeed, 
even a recession-are possible within this several-year 
projection period. 

Inflation: On balance, the rate of price inflation remains 
modest. For example, producer prices fell in the latest month 
and consumer prices were unchanged, reflecting a brief, 
early spring decline in oil prices. More recently, however, 
oil quotations have rebounded to around the $30-a-banel 
level. That uptick, coupled with a rise in both wage and 
benefits costs, is spreading fear through the financial 
markets for its potential implications on the interest-rate 
front. Our sense, though, is that barring a further surge in oil 
prices or an unexpected flareup elsewhere on the pricing 
spectrum, producer (or wholesale) prices will probably 
average a still-manageable 3% this year, while the less 
volatile Consumer Price Index should hold in the 2.5% area. 
Slower growth should then allow these inflation gauges to 
moderate in 2001 [chart omitted]. 

Interest Rates: Currently, in contrast tu the expected 
gradual moderation in growth and inflation over the course 
of the next few quarters, we see no such decline, or even 
stability, on the interest rate front. Indeed, it appears likely 
that short-term rates may head higher before they go lower, 
with one or more rate increases likely before the Fed is 
finished with its monetary tightening initiatives later this 
year. The right side of all this is that once the lead bank has 
accomplished its objective (i-e.. to reduce growth and keep 
price inflation at bay), long-term rates, which largely reflect 
mflationary expectations, should decline. That, in turn 
would help to set the stage for further growth out to the 
middle years of this decade [chart omitted]" (The Value Line 
Investment Survey, Selecnhn & Opinion, June 2,2000, pp- 
4879,4880) 

In that most recent Quarterly Economic Review, Value Line projects long-term 

Treasury bond rates will average 6.2% through 2000 and 5.8%-5.9% each year through 
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2004. The recent sk-week average 30-year T-bond yield is 5.92% (data from \-slue Line, 

Selection & Opinion, six weekly editions, April 28, through June 2000). with the yield 

faIhng to 5.8% in the most recent week. Therefore, the indicated expectation m-ith regard to 

interest rates is that they are likely to fluctuate somewhat during the remainder of this year, 

but will remain within a relatively narrow range over the next few years. These data 

indicate that the current environment of relatively low capital costs is likely to continreinto 

the future. 

II. CAPITAL STRUCTURE 

Q. WITH WHAT CAPITAL STRUCTTJRE HAS US WEST COMMUMCATIONS 

REQUESTED U T E S  BE SET IN THIS PROCEEDING? 

A. As discussed in Company witness Cummings’ Supplemental Direct Testimony, page 2, 

US WEST Communications is basing its rate request on the book value capital structure of 

USWC as reported to the Federal Communications Commission and as allocated to the 

Company’s .&zona operations. That is, the dollar amounts of the capital used to establish 

the weights used in the Company’s requested weighted cost of capital are based on the 

values that appear on its balance sheet as reported to the FCC. Some portion of those 

amounts is then allocated to the Company’s Arizona operations to produce &e capital 

amounts shown in Mr. Cummings Exhibit PCC-02. The Company’s allocaled capital 

structure consists of 52.4% common equity, and 47.6% total debt (long-term and short- 

term debt). It is important to note that this capital structure is more leveraged @e-, contains 

more debt and less equity) that the capital structure originallyflTed4. Because of that fact, 

the Company‘s updated capital structure request would more cost-effectively f i c e  its 

Arizona operations. 

The Company oriplnslly requested a ratemaking capital structure consisting of 58.76% equity and 41.24% 
debt 
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Q. IS THE CAPIT-4L STRUCTURE ON W’HICH MR. CUMMINGS RELIES J3- THIS 

PROCEEDING THE CAPITAL STRUCTURE THAT US WEST PkESESTS TO 

INVESTORS? 

A. No, it is not. Exhibit-(SGH-l), Schedule 2, page 1 contains the capital structures that US 

WEST presents to investors and the investment community in its Investor Handbook and 

its Securities and Exchange Commission reports. In its publications targeted to investors 

US WEST presents “consolidated” (total operations including directory publishing, 

wireless, enhanced phone services, etc.) and “telephone operations only” capital structures 

which are quite different than the allocated capital structure on which the Company relies 

for ratemaking purposes in this proceeding. 

The upper half of page 1 of Schedule 2 shows US WEST’S consolidated capital 

structure over the past five years, as reported in the Company’s 1998 Investor Handbook 

and its January 26,2000 S.E.C. Form 8-K. Those data indicate that, absent consideration 

of short-term debt, US WESTS consolidated equity ratio averaged between 39% and 46% 

from 1995 through 1997. If short-term debt were included in the calculation of those capital 

structures the equity ratios would be lower. More recently, at year-end 1998 and 1999, US 

WEST’S consolidated equity ratio fell dramatically, comprising only 8% to 10% of capital 

(again, excluding consideration of short-term debt). That recently published equity ratio is 

only a fraction of that requested by the Company for ratesetting purposes in this 

proceeding. 

The lower half of page 1 of Schedule 2 depicts US WEST’S “telephone operations 

only” capital structure as reported to investors over the past five years. That presentation of 

the Company‘s capitalization indicates an equity ratio ranging from approximmly 37% to 

44% of total equity over the 1995-1999 period. Over that five-year period the-werage year- 

end equity ratio for the “telephone operations only,” according to the Company’s own 

published data, averaged approximately 40% of total capital. It is important to note, these 

data are taken from a handbook designed especially for investors and published by US 

WEST. 

rcc 
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Therefore. in presenting its balance sheet and capitahation to the int- tsmat  
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community. the Company indicates a substantially different capitahation than thar reported 

to the FCC and utihzed by Mr. Cummings to determine the overall cost of capital. The 

capital s t rucms  presented to investors indicate a more highly leveraged company (a firm 

which is capitalized with more debt and less equity) than the capital structur2 requested by 

the Company in this proceeding. All else equal, a fm financed with less debt and more 
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equity will impart lower financial risk to the equity holder and investors will require a lower 

return for due t@ that additional cushion. This is a widely-accepted tenet of modem 

corporate finance. 

Q. DO THE OTHER TELECOMMUNICATIONS HOLDING COMPANIES EXHIBIT 

SIMILAR CAPITAL STRUCTURES TO THL4T PUBLISHED BY US WEST'S 

TEiLE"Oh4 OPERATIONS? 

A. Yes. Page 2 of Schedule 2 shows the most recent available capital structure for the 

telecommunications holding companies studied in this testimony and publish, ed in Value 

Line (Ratings & Reports, April 7,2000). Absent consideration of US WEST's 

consolidated capital structure (which contains a very low equity ratio), thc 

telecommunications holding companies are currently capitalized with approximately 44% 

equity and 56% fixed-income capital (preferred stock, long- and short-term debt). Those 

recent-average equity and fixed-income percentages for the telecommunications holding 

companies indicate that those firms (which include riskier, competitive operations) are 

22 

23 proceeding. 

24 

capitahzed wi& less equity and more debt, on average, than the Company requests in this 

It is important to note that the equity ratio implicit in the capital structure requested 

25 by the Company in this proceeding falls within the range exhibited by the 

26 

27 

telecommunications holding companies. Absent consideration of US WEST's 

capitalization. the equity percentage of the capital structures exhibited by the larger 

telecommunications holding companies currently ranges from approximately 32% (GTE 
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Corp.) to 5 5 5  (SBC Corp.). The Company’s requested ratemaking capital suucure, 

which contains 52.4% common equity, falls near the top end of that range. 

Q. HOW DOES THE COMPANY’S REQUESTED CAPITAL STRUCTURE COMPARE TO 

THE CURRENT CAPITALIZATION OF GAS AND ELECTRIC UTILITY 

OPERATIONS? 

A. The June 2000 e&tion of CA Turner’s Utility Reports indicates that the current average 

equity ratio in the electric industry (8 1 electric and combination electric and gas utilities) is 

39% of total capital. For the gas hstribution and integrated natural gas industry, that same 

publication indicates that those f m s  are currently capitalized with an equity ratio of 43%. 

The Company’s requested equity ratio, 52.496, is well above the equity ratios which exist, 

on average, in the utility industry. 

Q. WHAT IS YOUR RECOMMENDATION, THEN, WITH REGARD TO THE C-WITAL 

STRUCTURE AND EMBEDDED COST RATES THAT SHOULD BE USED fiT 

DETERMINTING THE OVERALL COST OF CAPITAL Dl THIS PROCEEDIKG? 

A. Schedule 2, page 3 shows that, for purposes of determining an overall rate of r e m  in this 

proceeding I have elected to rely on the capital structure and embedded cost rates requested 

by the Company in this proceeding. That capital structure consists of 52.43% equity and 

47.57% debt. As I noted above, that ratemaking capital structure contains an equity ratio 

which is above that employed, on average, by telecommunications holding companies and 

utillty operations and falls at the upper end of the range of capital structures exhibited by 

those fms.  Therefore, that capital structure will impart less financial risk, on average, than 

that emplGed by either the telecommunications holding companies or utihties. In that way, 

the capital structure that I recommend recognizes the potential for increased operating risk 

in local exchange telephone operations. The embedded cost of debt used in my 

recommended capital structure is that requested by the Company-7.39%. 
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III. METHODS OF EQUITY COST EVALUATION 

DISCOUNTED CASH FLOW MODEL 

Q. PLEASE DESCFUBE THE DISCOUNTED CASH FLOW @CF) MODEL YOV USED 

TO ESTIMATE THE COST RATE OF COMMON EQUITY CAPITAL FOR THE 

COMPANY’S LOCAL EXCHANGE TELECOMMUNICATIONS OPEKATIONS. 

A. The DCF modd relies on the equivalence of the market price of the stock (I?) with the 

present value of the cash flows investors expect from the stock, providing the discount rate 

equals the cost of capital. The total return to the investor, which equals the requircd return 

according to this theory, is the sum of the dividend yield and the expected grouzh rate in 

the dividend. 

The theory is represented by the equation, 

where “k” is the equity capitalization rate (cost of equity, required return), ‘*D/P‘- is the 

dividend yield (dividend divided by the stock price) and “g” is the expected sustainable 

growth rate. 

Q. WHAT GROR’TH RATE (g) DID YOU ADOPT IN DEVELOPING THE COST OF 

COMMON EQurrY FOR THE COMPANY? 
A. The growth rare variable in the traditiond DCF model is quantified theoretically as the 

dividend growth rate investors expect to continue into the indefinite future. The DCF model 

is actually derived by 1) considering the dividend a growing perpetuity, that is. a payment 

to the stockholder which grows at a constant rate indefinitely, and 2) calculating the present 

value (the current stock price) of that perpetuity. The model also assumes that th:: company 

whose equity cost is to be measured exists in a steady state environment, ie.: the, payout 

ratio and the expected return are constant and the earnings, dividends, book value and stock 

- 
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price all grow at the sane rate. As with all mathematical models of real-world phenomena, 

the DCF theory does not exactly ‘‘track‘’ reality. Payout ratios and expected equity returns 

do change over time. Therefore, in order to properly apply the DCF model to my real- 

world situation and, in this case, to find the long-term sustainable growth rate called for in 

the DCF theory, it is essential to understand the determinants of long-run expsctzd dividend 

growth. 

Q. CAN YOU PROVIDE AN EXAMPLE TO ILLUSTRATE THE DETEF@IIXk\TS OF 

LONG-RUN EXPECTED DIVIDEND GROWTH? 

A. Yes, an example, which illustrates the determinants of long-run expected dividend growth, 

is provided in detail in Appendix B. 

Q. DID YOU USE THE SUSTAINABLE GROWTH RATE APPROACH TO DEVELOP AN 
ESTIMATE OF THE EXPECTED GROWTH U T E  FOR THE DCF MODEL? 

A. Yes. The objective of this proceeding is to determine rates for USWC’s local exchange 

operations in Arizona. One important part of that determination is an estimate of the cost of 

equity capiral to the company. Direct market data regarding USWC-Arizona’s equity capital 

is not available. Therefore, I have calculated both the historical and projected sustainable 

growth rate for a sample of telecommunications firms with sizeable local exchange 

operations, which was also used by Company witness Cummings in his Direct Testimony. 

That sample of companies is comprised of the remaining former- Bell Regional Holding 

Companies (RHCs) and GTE. In addition, and in order to more accurately assess the 

equity capital cost rate of USWC-Az’s local exchange operations, I have estimated the 

equity capital cost a sample of property/casualty insurance companies and natural gas 

distribution companies. To supplement the sustainable growth rate analysis, I have also 

analyzed published data regarding both historical and projected growth rates in earnings, 

dividends, and book value for all the companies under study. 
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Q. WHY HAVE YOU USED THIS TECHNIQUE OF ANALYZEVG THE h4-T DATA 

OF SEVER% COMPANIES? 

A. In addition to rhe fact that USWC-Arizona’s common equity is not publicly uaded. I have 

used the “simiiar sample group” approach to cost of capital analysis because such an 

analysis yields a more accurate determination of the cost of equity capital than does the 

analysis of the data of one individual company. Any form of analysis in which the result is 

an estimate, such as growth in the DCF model (or any other equity cost estimation model), 

is subject to measurement error, i.e., error induced by the measurement of a particular 

parameter or by variations in the estimate of the technique chosen. When the technique is 

applied to only one observation (e.g., estimating the DCF growth rate for a single 

company) the estimate is referred to, statistically, as having “zero degrees of freedom.” 

This means, simply, that there is no way of knowing if any observed change in the growth 

rate estimate is due to measurement error or to an actual change in the cost of capital. The 

degrees of freedom can be increased and exposure to measurement error reduced by 

applying any given estimation technique to a sample of companies rather than one single 

company. Therefore, by analyzing a group of companies with similar characteI%tics, the 

estimated value for the growth rate and the resultant cost of capital is more likely to equal 

the “true” value for the parameters being measured for a utility of that type. 

Q. WHY WERE THE REMAINING RHCs AND GTE SELECTED FOR YOUR ANALYSIS 

OF THE COST OF EQUITY CAPITAL OF US WEST’S ARIZONA OPEEt4TIONS? 

A. Although there are signifcant changes occurring in the telecommunications industry that 

make the RHCs and GTE more risky and their equity costs higher than local exchange 

telephone operations such as USWC-Arizona. I believe an equity cost analysis of those 

f m s  can offei useful information in estimating the equity capital cost of a ekphone utility 

operation. Of course, the RHCs and GTE have stepped up diversification efforts and local 

exchange operations now comprise less than half of all revenues collected by those 

companies. l b t  signrficant diversification into unregulated, competitive operations has 

increased the investment risk of those f m s  and the concomitant higher retum expectation 

I 
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is impounded in their stock prices and investor-expected returns. Therefore, while local 

exchange operations remain a profit center for those f m s  and, as a result, their market data 

provide some indication of the cost of equity of that type of fm, those companies also 

have invested in riskier operations which will raise the market required return above that of 

a local exchange telephone company. For those reasons, the market-based equity cost of 

the telecommunications holding companies should be considered to provide an indication of 

the upper end of a reasonable range of equity capital costs for USWC-Az’s local exchange 

operations. 

It is important to note also that some of the firms included in the 

telecommunications sample group are in the process of merging (e.& US WEST/Qwest, 

Bell Atlantic/GTE) and, because of that fact, the determination of an accurate cost of equity 

estimate for local exchange operations, using those f m s  as proxies, has becom- more 

problematic. The telecommunications companies included in my equity capital cost rate 

analysis are: Bell Atlantic Corporation (BEL), Bell South Corporation (BLS), GTE Corp. 

(GTE), SBC Communications (SBC), and US WEST Communications (USW). [Note: 

The stock ticker symbols are referenced here because that is the manner in u7hich the 

companies are identified in Exhibit-(SGH-l).] 

Q. YOU INDICATED THAT YOU HAVE ALSO ANALYZED THE MARKET DATA OF A 

SAMPLE OF PROPERTYCASUALTY INSURANCE COMPANIES. PLEASE 

EXPLAIN WHY THAT MARKET INFORMATION IS USEFUL IN INDICATING A 

PROPER EQUITY COST RANGE FOR A LOCAL EXCHANGE TELEPHOhE: 

OPERATION. 

A. As I noted above, there is no direct market-based, or “pure-play” proxy for local exchange 

telephone operating companies. The telecommunications firms I have selected hzive the 

advantage of actually having some local exchange operations as part of their business 

mix--that fact makes them a reasonable proxy in ow task of isolating the cost of equity of 

that type of operation. However, those companies are expanding rapidly into other, riskier 

endeavors and are also consolidating and merging Operations. In my view, those facts 
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make the cost of equity result based on the market data of those firms a less mbmt indicator 

of the upper lrrmt of the cost of equity of local exchange telecommunications opemion like 

USWC-Arizona For that reason, I have elected to also analyze the cost of equin- of a 

group of property/casualty insurance companies followed by Value Line. 

My inclusion of property/casualty insurance companies in my analysis in this 

proceeding is designed to provide a more reliable upper bound to the cost of quiq range 

appropriate for a local exchange telephone operation. The insurance indusq- is highly 

competitive. It is a relatively simple process to change one’s insurance provider. and no 

one fm has a franchise operation in any locale or is a provider through which other 

insurance must be accessed me local exchange service). 

The use of insurance f m s  as a determinant of the upper end of a ran,oe of eq i ty  

cost, then, recogizes the potential for eventual competition (and the cost of quit- which 

results from that situation) in the local exchange business. Moreover, in some states 

insurance companies are rate-regulated. While the regulation is not as detailed as is utility 

regulation, it is similar, and that aspect adds to the usefulness of these companies as 

proxies to establish the upper-end of a reasonable range of equity capital costs for local 

exchange operations. 

In selecting a sample of insurance firms to analyze, I screened all the propxIy and 

casualty and diversified insurance firms followed by Value Line. I selected companies that 

had a continuous financial history (i.e-, currently paying a dividend, and had no dividend 

reductions or erratic earnings over, at least, the most recent five years) and had revenues 

generated by private property insurance. The data for the sample group regarding the 

writing of property insurance (fire, homeowners, farmowners and allied Lines) were 

obtained from Best’s Aggregates and Averape& 1998 edition5. 

The companies included in the sample group are W. R. Berkley Corp. @KLY), 

Chubb Corporation (CB), Cincinnati Financial Corp. (CINF), NAC Re Coq.  fi-RC), 

Ohio Casualty Corp. (OCAS), RLI Corp. (RLJ), SAFECO Corporation (S-4FC). St. Paul 

Best’s Aggregates and Averages is a widely-utilized source for current and historical data cm the 
property/ca.sualty insurance industry. The data presented in the 1998 edition, is the most recent available. 
The 1999 edition of Best’s will not be published until the Fall of 2000. 
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Companies (SPC), Selective Insurance Group. Inc. (SIGI), Transatlantic Holdings (TRH), 

American Bankers Insurance Group (ABI), American International Group, Inc. (.LUG), and 

unitrin (UMT). 

Q. YOU INDICATED THAT YOU HAVE ALSO ANALYZED THE MARKET DAT-4 OF A 

SAMPLE OF GAS DISTRIBUTION COMPANLES. PLEASE EXPLAIN W” THAT 

MARKET WORMATION IS USEFUL IN INDICATING A PROPER E Q U “  COST 

RANGE FOR A LOCAL, EXCHANGE TELEPHONE OPERATION. 

A. As I noted above,.the telecommunications and insurance firms stud~ed in my analysis carry 

higher investment risk that a local exchange telephone operation like USWC-,4z. due to 

their competitive operations. Therefore, an analysis of the market data of those firms will 

provide a cost of equity capital estimate that is greater than that appropriate for a local 

exchange telephone operation. In order to balance the analysis, it is necessary to also 

analyze a group of companies that are somewhat similar in risk to local exchange telephone 

operations, but have somewhat lower overall risk. Natural gas distribution operations 

fulfill that requirement. By estimating the cost of eqUity of al l  three sample groups, the cost 

of equity capit&,& a local exchange telephone utility operation can be more accurately 

estimated, being bracketed above by the q i t y  capital cost of the telecommunicarions 

holding companies and insurance f m s  and below by the equity capital cost of gas 

distributors. 

While gas distribution operations are generally considered to carry less investment 

risk than telephone operations, there are many similarities between the local exchange 

telephone industry and the gas distribution industry. Like the telephone industry. the gas 

industry underwent massive structural changes in the 1980s. Due to regulatory changes at 

the Federal level and pressures in the marketplace, the gas utility system in the L.S. was 

split into a transportation industry and a distribution industry. In broad terms. that 

bifurcation of the gas industry was similar to the separation of the telephone industry into 

long distance and local exchange operations. In addition, gas distributors have faced the 

“bypass” problem that telephone company representatives have, for years, touted as a 

19 



2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

US WEST Communications 
Docket Sa. T-1051B-99-105 
Direct Testimony: S .  G. Hill 

major risk to the security of their income stream. Gas distributors are bypzsszd due to the 

ability of pipelines to supply gas directly to customers, as well as the ab&c of customers in 

some portions of the U.S. to purchase gas supplies directly from producers or other 

marketers, or in gas-rich areas of the country, to drill their own wells. Finally. the 

operational risk of the marketing function (securing a reliable supply of gas for a particular 

customer base), which was once borne solely by the pipelines, has been shifted forward to 

the distributors. Gas distribution operations, then, face operational risks similar to local 

exchange telephone operations, and market-based indicators of capital costs for gas 

distributors are useful in identifying the lower end of the range of appropriate capital costs 

for local exchange telephone operations. 

In selecting a sample of gas dutribution f m s  to analyze, I screened a l l  the gas 

distribution f m s  followed by Value Line. I selected companies from that group that had a 

continuous frnancial history, had at least 70% of revenues generated by gas distribution 

operations, and had investment-grade bond ratings of “A’, or below. In addition. I 

eliminated companies that were in the process of merging or being acquired and had 

realized a stock price shift due to that activity. The data for the sample group regarding the 

percent of revenues generated by gas distribution operations were obtained from CA Turner 

Utility Reports, June 2000 edition. 

The companies included in the si&-risk sample group in this proceeding are 

AGL Resources (ATG), Atmos Energy Corporation (ATO), Cascade Natural Gas 

Corporation (CGC), New Jersey Resources (NJR), Northwest Natural Gas cr\;a?\rG), 

Piedmont Natural Gas Company ( P N Y ) ,  and South Jersey Industries (SJT). 

Q. REGARDING YOUR USE OF GAS DISTRIBUTORS AS A LOWER-RISK PROXY 

FOR LOCAL EXCHANGE TELECOMMUNICATIONS, HAS THE COMP_4\3’ 

PROVIDED ANY EVIDENCE IN THIS PROCEEDING THAT SUPPORTS YOUR USE 

OF THOSE COMPANIES AS A PROXY FOR LOCAL-EXCHANGE TELEPHONE 

OPERATIONS? 
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A. Yes, the Company has provided evidence in response to Staff Data Requests that indicates 

that the use of a gas distribution equity cost estimate as a lower bound of the COST of equity 

appropriate for USWC-AZ is a reasonable procedure. When asked in Staff-SGH-01-09 to, 

“. . . provide any and all data available to quantify the dollar impact of competition on the 

revenue stream of the Company’s Arizona telephone operations, each year. since 1993,” 

the Company provided a confidential response which showed which indicated a very small 

impact on its revenues. Based on the most recent annualized data, the Company‘s response 

to SGH-01-09 indicates that competition in USWC-Arizona’s local exchange operations 

currently amounts to a cumulative impact of less than 1% of the Company‘s 1999 local 

exchange revenues. Therefore, while there appears to be some impact to the Company’s 

revenue stream from competition, it is quite small in relation to total local exchange 

revenues. 

In addition, the Company’s response to SGH-01-11 shows that the revenues and 

net income generated for USWC-Az shows strong, unimpeded upward movement. 

Exhibit-(SGH-l), Schedule 3, page 1, is a graphical representation of USWC-,k’s local 

service and total jurisdictional revenues from 1989 through 1999. Over that period. 

USWC-Az’s local service revenues have increased very steadily, have nearly aoubled and 

have averaged 6.4% growth, annually over the period. The Company’s total jurisdictional 

revenues have grown a bit slower on average-5.5% annually versus 6.4% annually for 

the local service revenues-but in the most recent three of four years, the Company’s total 

jurisdictional revenues have increased more rapidly. The Company’s income mtements 

reveal that the increased rate of total revenue growth has come from the recent increases in 

“h4iscellaneous” revenues. Therefore, during a period in which Competition is supposedly 

creating greater operating risk for USWC-Az, the Company’s total revenues are increasing 

at an increasing rate. 

Also, page 2 of Schedule 3 is a graph that shows the Company’s jurisdictional net 

income since 1993-the time of USWC-Az’s last rate case. That graph shows a very 

strong upward trend in net income for this Company-an increase from $40.7 Million in 

1993 to $164.6 Million in 1999. 
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In sum. the data provided by the Company to support its claim that its operating 

risk has increased markedly due to the amount of competition in Arizona does fulfill that 

requirement. The only tangible data that the Company is able to provide indicates that any 

revenue impact that might have occurred from competition in Arizona is very small, indeed. 

Moreover, the Company’s operating data (revenues and net income) show very strong 

upward trends during a period in which the Company implies that it is exposed to 

“si,dicant competition”6. The data that I have reviewed, which are provided by the 

Company, indicate that USWC continues to operate in an environment that while no 

longer fully monopolistic. certamly imparts less risk than one which is fully competitive. 

For that reason, it is clear &at 1) the operating risk of USWC-Az is well below that of the 

telecommunications holding companies or any Nly-competitive fm, and 2) gas 

distribution utility operations offer a reasonable proxy for the determination of the lower 

end of a reasonable range of equity capital cost for this Company. 

Q. HOW HAVE YOU C L C U L A E D  THE DCF GROWTH RATES FOR THE S - W L E  

OF COMPARABLE COMPANIES? 

A. Schedule 4, pages 1 through 9, shows the retention ratios, returns on equity, sustainable 

growth rates, book values per share and number of shares outstanding for the comparable 

companies for the past five years. Also included in the mformation presented in Schedule 

4, are Value Line’s projected 2000,2001 and 2003-2005 values for equity return, retention 

ratio, book vdue growth rates and number of shares outstanding. 

I review these data as well as other growth rate information published by investor 

services for each company in my sample group, arriving at a growth rate estimm for each 

individual company. Those individual growth rate estimates are then combined with their 

respective dividend yields for each company and the results are averaged to reach the DCF 

equity cost estimate for the sample group. In describing the process of growth rate 

estimation below, I utilize my analysis for Piedmont NataKal Gas as an example of the 

procedure I follow for each company in the sample group. 

Cummings Direct Testimony, p. 9, 1. 8. 
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In evaluating the growth rate parameters shown in Schedule 4. I firs1 cdculate the 

five-year average sustainable growth rate, which is the product of the earned mum on 

equity and the ratio of earnings retained withm the fm. For example, Scheaulz 4, page 8, 

shows that the five-year average sustainable growth rate for Piedmont Natural Gas (PNY) 

is 3.81%. However, I seldom use that simple five-year average sustainable ,orow&h value as 

the investor-expected sustainable growth in the DCF model. Instead, that valut is used as a 

benchmark against which I measure the company's growth rate trends. It is reasonable to 

believe that growth rate trends tend to be more investor-influencing than simple historical 

averages. Continuing to focus on Piedmont Natural Gas, page 8 of Schedule 4 shows that 

PNY's sustainable growth rate began the historical period at about a 2.8% mep. However, 

the Vdue Line data indicate that over the last couple of years PNY's "b times i' growth rate 

increased to over 4%, before dropping back to a 3% level of growth in the mosf recent year 

(1999). Value Line projects that by the 2003-2005 period sustainable growth for this 

company will rise to 5.25%. These data would indicate that investors expect P I T  to grow 

at a rate in the future above that, which has existed, on average, over the past 5ve years. 

At this point I should note that, while the projected data are given full consideration 

in estimating a proper growth rate because they are available to and are used by investors, 

they are not given sole consideration. Value Line readily acknowledges to its subscribers 

the subjectivity necessarily present in estimates of the future: 

'We have greater eonfdence in our year-ahead ranking 
system, which is based on proven price and earnings 
momentum, than in 3- to 5-year projections." (Value Line 
Selection and Opinion, June 7,1991, p. 854). 

Another factor to consider is that PNY's book value growth is expected to remain 

stable at a 6.5% level, after increasing at that same rate, historically. However. that 

company's dividend growth rate, which was 6% historically, is expected to Wiine to 

4.5% in the future. As shown on Schedule 5, page 2, Value Line projects PhY's dividend 

growth rate to be below the sustainable growth rate projections. That inform&on would 

tend to moderate investor expectasions regarding increased growth in the futurv. Projected 
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earnings growth rate data available from Value Line indicates that investors can expect a 

slightly higher gowth rate in the future (7%) than has existed over the past five years 

(6%). However, an investor advisory service (Multex.com) that polls institutional analysts 

for growth earnings rate projections projects lower earnings growth rate for 

PNY-5.57%-over the next five years. 

PNY's projected sustainable growth, as well *- as institutional analysts' and Value 

Line's projected earnings growth indicates that investors can expect higher growth than has 

occurred, on average, in the past. Those projections are moderated somewhat by an 

expectation of lower dividend growth. A long-term sustainable growth rate of 5.25% is a 

reasonable expectation for PNY. 

Q. DOES THE TYPE OF GROWTH RATE ESTIMATION PROCESS YOU HAVE JUST 

DESCRIBED PRODUCE THE FINAL, DCF GROWTH RATE YOU USE TO 

ESTIMATE THE COST OF EQUITY CAPITAL? 

A. No. An investor's sustainable growth rate analysis does not end upon the determination of 

an internal growth rate from earnings retention. Investor expectations regarding growth 

from external sources (sales of stock) must also be considered and examined. 

For PhT,  page 8 of Schedule 4 shows that the number of outstanding shares 

increased at a 2.07% rate over the most recent five-year period. Value Line expects the 

number of shares outstanding to increase more slowly through the 2003-2005 period, 

bringing the share growth rate down to a 1.06% rate by that time.-An expectation of share 

growth of 1.5% is reasonable for this company. 

Because a goal of regulation is to allow a utility to recover no more than its cost of 

capital, it is also reasonable to assume that investors would expect tke market p r i c e h o o k  

value ratio to have a tendency toward unity. However, the pricehook ratio is unlikely to 

reach 1.0 overnight and, on average, utilities will continue to issue stock at prices above 

book value. I believe that a reasonable estimate of investors' expectations for utility 

pricehook ratios is that it will range between current levels and 1 .O. I have used the 

average as an estimate of investors' expectations for the future. At the time of this analysis 
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(June 2000). PhT’s market price is 172%of its year-end 2000 book value (ME3 = 1.72). 

The result of combining expected internal (b x r = 5.25%) and external grow& rates (1.5%) 

yields an investor-expected long-term growth rate of 5.79% for PNY (see E.;hibit-(SGH- 

l), Schedule 5, page 5 of 6). [I have included the details of my growth rate analyses for 

PNY as an example of the methodology I use in determining the DCF growth rate for each 
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4 

5 

6 

7 

company in the industry sample. I have also included, in Appendix Cy a similar discussion 

of the growth rate analysis of each of the companies under study. Schedule 5, pages 1,3 

8 and 5, show the internal, external and resultant overall growth rates for all the companies 

9 

10 

11 

included in the similar-risk sample group. J 

Q. PLEASE DESCRIBE YOUR COMPARISON OF YOUR DCF GROWTH RATE 

12 ESTIMATES WITH OTHER, PUBLICLY AVAILABLE, GROWTH R A E  DATA 

13 

14 

A. Pages 2 , 4  and 6 of Schedule 5 shows the results of my DCF growth rate analysis for the 

telecommunications, insurance and gas distribution companies under study, respectively, 

as well as 1) 5-year historic and projected earnings, dividends and book value growth rates 
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from Value Line, 2) earnings growth rate projections from institutional analysts. 3) the 

averages of those data, and 4) the 5-year compound growth rates for earnings, dividends 

and book value for each company under study. 

The average sustainable growth rate estimate for the telecommunications companies 

determined in my growth rate analysis is 10.12%. This fiDpre is closely approximates 

Value Line’s projected average growth rate in earnings, dividends and book value for those 

same companies (10.13%). My average DCF growth rate estimate for the telcos (10.12%) 

is slightly below the average projected Analyst’s earnings growth rate for those companies 

(10.96%) but well above Value Line’s projected dividend growth for the telcos (2.30%). 

Also, the growth rate average used in my analysis is much higher than either historical 

growth rate series shown in Schedule 5, page 2, which indicates that my analysis in not 

based merely on historical data, but takes into account the RHC’s increased future growth 

expectations. In addition, those data indicate that investors expect higher growth from their 

telephone company investments that they have xhreved in the past. 
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My average sustainable growth rate estimate for the insurance company sample 

group is 9.335, as shown on page 4 of Schedule 5. This figure is exceeds Value Line’s 

projected average growth rate in earnings, dividends and book value for those same 

companies (7.53 %). My average DCF growth rate estimate for the insurance companies 

(9.33%) is below the average projected Analyst’s earnings growth rate for those companies 

(10.84%) but more than 150 basis points above Value Line’s projected dividend growth 

(7.80%). Also. the growth rate average used in my analysis is somewhat below Value 

Line’s historic average earnings, dividends and book value growth, but higher than the 

compound growth rate averages of those same parameters. 

As shown on page 6 of Schedule 5, the average sustainable growth rate estimate for 

all the gas distribution companies included in my analysis is 5.17%. This figure is higher 

than Value Line’s projected average growth rate in earnings, dividends and book value for 

those same companies (4.79%) and is well above the five-year historical average earnings, 

dividend and book value growth rate reported by VaIue Line for those companies (3.52%). 

My growth rate estimate for the companies under review is slightly lower than Analyst’s 

earnings growth projection for those companies, 5.55%. The growth rate projections 

published by investor services indicate that investors expect increased growth in the future 

from these companies. Those data also confirm the reasonableness of my growth rate 

estimate for the sample of gas utilities. 

Q. DOES THIS CONCLUDE THE GROWTH RATE PORTION OF YOUR DCF 

A N U Y  SIS? 

A. Yes, it does. 

Q. HOW HAVE YOU CALCULATED THE DrVlDEND YIELDS? 

A. I have estimated the next quarterly dividend payment of each firm analyzed and annualized 

them for use in determining the dividend yield. If the quarterly dividend of any company 

were expected to be raised in the next quarter following the analysis (i.e., the second or 

third quarter of ZOOO), I increased the current quarterly dividend by (l-tg). Because most of 
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the companies had either recently raised dividends or were not expected t@ in- , rase  

dividends ar all in 2000, only two companies required an adjustment of the dividend: Bell 

Atlantic (BEL), and SAFECO Corporation (SAFC). 

The next quarter annualized dividends were divided by a recent six-wek daily 

closing average stock price to obtain the DCF dividend yields. I use the most recent six- 

week period to determine an average stock price in a DCF cost of equity determination 

because I believe that period of time is long enough to avoid daily fluctuations and recent 

enough so that the stock price captured during the study period iS representative of current 

investor expectations. Schedule 6 contains the market prices, annualized dividends and 

dividend yields of the gas companies under study. Schedule 6 indicates that the average 

dividend yields for the sample group of telecommunications, insurance and gas distribution 

companies are 2.59%, 3.15% and 5.6976, respectively. 

Q. IN DERIVING THE DIVIDEND YIELDS PRESENTED IN YOUR SCHEDULE 6, DID 

YOU ADJUST THE DMDEND YIELD TO ACCOUNT FOR QUARTERLY 

COMPOUNDING OF THE DIVIDEND? 

- A. No. Such an adjustment results from an improper interpretation of the theory on which the 

DCF model is based and serves only to inflate a DCF-determined equity capital cost 

estimate. The DCF model may be derived under two alternative mathematical assumptions: 

discrete compounding and continuous compounding. Under the assumption of continuous 

compounding, the dividend is paid continuously and the DCF model takes on the following 

exponential form? 

Carrying out the integration indicated above, the resulting DCF model may be written as: 

7Gordon, MJ., The Investment Finmcina and Valuation of the Corporation, R.D. M, Inc.. Homewood, 
Ill., 1962, p.45. 
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(3)  

~3 
The dividend variable is defined as “D, = dividend per share paid by the corporation during 

I 

I 4 t” and the price variable i s  defined as “Pt = the price of a corporation’s share of stock at the 

t 1 5  

‘ 6  

7 

8 

9 

end of period t“ (Gordon, p. 44, emphasis added). Therefore, under the continuous 

compounding assumptBn; the resultant DCF model indicates that the cost of equity capital, 

‘K’, equals the dividend paid during the preceding period divided by the current stock 

price, plus expected growth. For example, if the dividend were paid continuously and the 

proper “period“ was one year, the dividend yield portion of the DCF model would be 

I 

10 

11 

determined by dividing the current stock price into the dividend yield paid out during the 

immediately preceding year. In other words, it would be last year’s dividend divided by the 

current stock price. 

In acruahty, dividends are not paid continuously but in a discrete, usually quarterly, 

14 fashion. When the DCF is derived under these assumptions, the result is: 

16 

I /  

18 

19 

Some analysts automatically (and mistakenly) assume that the relevant ‘period” for 

the above DCF model is one year and proceed to “adjust” the quarterly dividend to account 

20 

21 

22 
23 
24 
25 
26 
27 
28 
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for one year’s growth. Dr. Gordon, in his own testimony before Federal re_gulators has 

argued against such treatment: 

“D, is the forecast dividend for the corning year if dividends 
are paid annually. Common practice, however, is to pay 
dividends quarterly, in which case D, in {the following 
equation], the fundamental expression for share price, is a 
quarterly dividend. 

Dl Dt Do0 
(l+k)“ Po=(l+lr) +-.e+ - (l+k)t +---+ 

Because it is customary and convenient to thmk in terms of 
annual and not quarterly figures for rate of return and growth 
statistics, annualized figures will be used here. Annualized 
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figures are simply four times quarterly figures. ... Hence, in 
arriving at the cost of equity capital, the correct figure for th? 
dividend yield term in Eq.[4] is the annualized value of the 
forecast dividend for the coming quarter divided by the 
current price.” (Testimony of M.J. Gordon, F.C.C. Docket 
NO. 79-63, pp. 63-64) 

Additionally, as Dr. Gordon noted in his text, The Cost of Capital to a Public UBlity (Ibid., 

p. 811, 

“[Slince dividends are paid quarterly, the relevant differgnce 
[between Do and D1] is in the quarterly dividend.” 

Therefore, the DCF model is a quarterly model not an anaual model because the dividends 

are paid quarterly rather than annually. The proper dividend yield to use in the DCF model 

is based on the expected next quarter dividend, annualized, as I have done md as Professor 

Gordon has done in his equity capital cost testimony before Federal reflators. The DCF 

model, then, implicitly recognizes the quarterly payment of dividends and docs not require 

any “adjustment” to account for one year’s expected growth. 

li 

Q. DOES USWC WITNESS CUMh4INGS USE QUARTERLY COMPOUNDING IN HIS 

DCF COST OF EQUITY ESTMATES IN THIS PROCEEDING? 

A. Yes, and his DCF estimates are overstated as a results of his use of quarterly 

compounding. Mr. Cummings’ Exhibits PCC-03 and PCC-04 attached to his Supplemental 

Direct Testimony in this proceeding indicates that dividend compounding increased his 

equity cost estimate for US WEST by about 15 to 20 basis points. 

Q. WHAT IS YOUR COST OF EQUITY CAPITAL ESTIMATE FOR THE SAMPLE 

GROUP OF TELECOMMUNICATIONS FIRMS AND GAS DISTRIBUTION 

UTILITIES, USING THE DCF MODEL? 

A. Schedule 6, pages 1 through 3 shows that the average DCF cost of equity capital for the 

group of diversified telecommunications f m s  is 12.71%, and 12.48% for the 
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~ 

property/casualty insurance firms, while the DCF result for the gas distribution utility 

- 3 

3 

4 CAPITAL ASSET PRICING MODEL 

5 

6 

7 

8 COMMUNICATIONS. 

companies studied is 10.86%. 

Q. PLEASE DESCRlBE THE CAPITAL ASSET PRICING MODEL (CAPM) YOU USED 

TO ESTIMATE THE COST RATE OF EQUITY CAPITAL FOR US WEST 

9 

10 

11 

12 

13 

14 

16 

17 

A. The CAPM states that the expected rate of return on a security is determined by a risk-free 

rate of return plus a risk premium which is proportional to the non-diversifiable 

(systematic) risk ,of a security. Systematic risk refers to the risk associated with movements 

in the macro-economy and, thus, cannot be eliminated through diversification by holding a 

portfolio of securities. The beta coefficient (p) is a statistical measure which is an attempt to 

quantify the non-diversifiable risk of the return on a particular security against the returns 

inherent in general stock market fluctuations. The formula is expressed as follows: 

k = rf + p(rm- rf), 

18 

19 where “k” is the cost of equity capital of an individual security, “rf’ is the risk-free rate of 

20 

21 

22 

23 

24 

25 

26 

27 

28 

return, 73“ is the beta coefficient, “rm” is the average market return and “rm - r;’ is the 

market risk premium. The CAPM is used in my analysis as one of several checks of the 

DCF cost of equity estimate. Although I believe the CAPM is generally useful in estimating 

the cost of equity capital, certain theoretical shortcomings of this model (when applied in 

cost of capital analysis) reduce its usefulness as a stand-alone analytical technique and 

should be made clear. 

Q. CAN YOU EXPLAIN WHY THE CAPM ANALYSIS SHOULD BE APPLIED WITH 

CAUTION BT REACHING AN ESTIMATE OF TKE COST OF EQUI[?”Y CAPITAL? 

30 
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,4. Yes. The reasons why the CAPM should be used in cost of capital analysiS wi th  caution 
capital) (Le-, as a corroborative methodology, not as a primary determinant of the cost 

are detailed in .4ppendix D. It is important to understand that my caution with E= oard to the 

use of CAPM results in cost of equity capital analysis does not indicate thac 7 the model is not 

a useful description of the capital markets. Rather, it is simply the recopition that in the 

practical application of the CAPM to cost of capital analysis there are problems which cause 

the results of that analysis to be less reliable than other, more widely accepted models such 

as the DCF. Moreover, rebaators apparently echo this view of the CAPM. ,According to 

the National Association of Regulatory Utility Commissioners’ annual s m q  of 

regulations, the number of utility regulatory commissions in the US.  and Canada that list 

the CAPM as one of the equity cost estimation methodologies considered is 1 I. whereas, 

the DCF is utilized by nearly every single regulatory body. 

Q. WHAT VALL.  HAVE YOU CHOSEN FOR A RISK-FREE RATE OF FEIXXN? 

A. As the CAPM is designed, the risk-free rate i s  that short-term rate of return investors can 

realize with certainty. The nearest analog in the investment spectrum is the l3-week U. S. 

Treasury Bill. Although longer-term Treasury bonds have equivalent default risk to T-Bills, 

those longer-term government securities carry maturity risk, which the T-Bills do not have. 

When investors tie up their money for longer periods of time, as they do whzn purchasing 

a long-term Treasury, they must be compensated for future investment oppormnities 

forgone as well as the potential for future changes in inflation. Investors are compensated 

for this increased investment risk by receiving a higher yield on T-Bonds. 

In early 1996 and 1997, T-Bill rates moved upward slightly in response to investor 

concerns regarding the possible recurrence of higher levels of inflation. Wnen that inflation 

did not occur. T-Bill rates receded in 1998. However, as I noted in my prcvioG discussion 

of the macro-economy, although there is a current expectation that inflation ma>- increase in 

the fume, very little inflation currently exists and interest rates have increzszd from the 

Utilitv Regu1aKn-v PoIicv In The United States And Canada. Compilation 1994-1W5. ~ z d o n a l  Association 
of Regulatory Uti3ity Commissioners, pp. 264, 520, 588. 
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very low inrerest rate levels established in 1998. Over the most recent siX-wc43k ptiiod, T- 

Bills have produced an average yield of 5.92% (data from Value Line Selecrion & Opinion, 

six most recent weekly editions--4/28/00 to 6/2/00, inclusive). In the CAPM analysis, I 

average T-Bill futures rates with the current 13-week T-Bill rate to arrive at a time-adjusted 

risk-free rate. Currently, T-Bill futures dated December 2000 are trading at a price that 

produces a yield of 6.17% (Wall Street Journal, June 8, 1999, p. C18). For purposes of 

analysis in this proceeding, 6.05% represents a reasonable estimate of the risk-frzz rate for 

use in a CAPM equity cost estimate [5-92% current average T-Bill yield + 6.17% T-Bill 

futures yield / 2 = 6.05%). 
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Q. DO YOU BELIEVE THE USE OF A LONG-TERM TREASURY BOND RATE IS 

APPROPRIATE IN THE CAPM? 

A. No. The selection of a long- or short-term Treasury security as the risk free rate of return to 

be used in the CAPM is one of the areas of contention in applying the model in cost of 

capital analysis. however, I believe the use of a short-term T-Bill rate is preferable. 
c 

First. the long-term T-Bond does not represent the lowest-risk secuLity available in 

the market today and, thus, cannot be considered “risk free.” The reason why long-term 

Treasuries most often have yields higher than shorter-term U.S. Government instruments 

is maturity nsk. an element of risk investors do not face with the purchase of T-Bills. 

When investors tie up their money for longer periods of time, as they do when purchasing 

a long-term Treasury, they must be compensated for future investment opportunities 

forgone as well as the potential for future changes in inflation. Investors are compensated 

for this increased investment risk by receiving a higher yield on T-Bonds. Thus. maturity 

risk causes T-Bonds to cany a level of risk that is necessarily higher than that of T-Bills, 

which represent a better approximation of the risk-free rate called for in the CAPM. 

Second. the use of a long-term T-Bond yield as the risk-free rate Violates one of the 

fundamental =nets of the CAPM -- its exclusive reliance on systematic risk- As I noted 

above, the only risk of concern to investors in the CAPM paradigm is risk that cannot be 

&versified away. That risk is called systematic risk. The degree of systematic r i sk  inherent 

32 
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in any stock or portfolio investment is captured (again, according to the CAP33 theory) by 

beta. One risk that contributes to the overall systematic risk of investing is tbt risk of 

unexpected changes in the long-term inflation rate. According to the CAPM. then. that risk 

is captured by (Le., is included in) beta. Therefore. if one utilizes a long-term T-Bond yield 

in the CAPM analysis, an interest rate measure which, as I noted above, impounds 

investors’ return requirements for unexpected changes in the long-term mflation rate, then 

that risk is accounted for twice -- once with beta and once with the long-tenn T-Bond yield. 

The use of a long-term T-Bond in the CAPM improperly double-counts investors- return 

requirement for long-term inflation and, thus. produces overstated results. 

The fact that the long-term T-Bond rate contains a level of risk and r c m  which 

should not be attributed to the risk-free rate called for in the CAPM .is supporred in the 

fmancial literature. Brealey & Meyers in The Principles of Corporate Finance. 4lh Ed. (a 

13 

14 

text cited by USWC witness Cummings) indicate that if one uses a T-Bond rate in the 

CAPM rather than the T-Bill rate, the former must be adjusted to remove the average 

maturity risk premium of T-Bonds over T-Bills: 

16 
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30 Q. 

“The risk-free rate could be defined as a long-term 
Treasury bond yield. If you do this, however, you should 
subtract the risk premium of Treasury bonds over bills, 
which we gave as 1.1 percent in Table 7-1 [a replication of 
the Ibboston Associates data, currently that lfferential is 
1.4%]. This gives a rough-and-ready estimate of the 
expected yield on short-term Treasury bills over the life of 
the bond: [equation omitted]. This figure could be used as an 
expected average future rf [risk-free rate] in the capital asset 
pricing model.” (Brealey & Meyers, The Principles of 
Corporate Finance, 4th Ed., McGraw-Hill, New York, p. 
194) 

E YOU CHOSEN AS THE MARKET RISK PREMIUM FOR ri c, 
31 N A L Y  SIS? 

32 

33 

A. In their 1999 edition of Stocks. Bonds, Bills and Inflation, R.G. Ibbotson -4ssoziates 

indicates that the average market risk premium between stocks and T-Bills over the 
7 1926-1998 time period is 9.4% (based on an arithmetic average), and 7.4% based on a 

3- geometric average). I have used these values to estimate the market risk premiUrri in the 
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CAPM analysis. The geometric mean is based on compound returns over time and the 

arithmetic mean is based on the average of single-period returns. 

Q. CAN YOU EXPLAIN THE DIFFERENCE BETWEEN ARITHMETIC AP\;D 

GEOMETRTC MEANS IN COST OF CAPITAL ANALYSIS? 

A. Yes. The geometric mean is based on compound returns over time and the arithmetic mean 

is based on an average of single-period returns. A numerical example will simpMy the 

explanation. Suppose, for example, in a world of no inflation, an investor purchased for 

$50 a security which paid no dividend. During the first year after the purchase, the price of 

the security rises to $100 (a gain of 100%), but during the second year, the price falls back 

to $50 (a decrease of 50%). 

A geometric (compound) average measure of the investors’ return would divide the 

ending value by the beginning value ($50/$50 = 1) and take the nth root of that quotient 

(where n is the number of periods). In this case there are two periods, so n = 2. 

Subtracting 1 from the result we find, what the investor knew intuitively, he made no 

money. He started out with $50, and wound up with $50. His investment had shown a 

return of 0% per year over the period. 

Under arithmetic averaging, we find a 100% return in the first period ($50 rises to 

$100) and a -50% return in the second period ($100 falls to $50), for an arithmetic average 

return over the two periods of 25% (lO0%+(-50%)/2). It would be most micult to 

convince our investor, with $50 in hand at the end of two years when $50 was invested at 

the beginning of that period, that the return over that period was 25%, according to an 

arithmetic average. 

In adhtion, the arithmetic average of an historical return series assumes that the 

investment is bought and sold every period (without transaction costs) while the geometric 

average assumes that investors buy and hold their investments. While the monthly selling 

and re-buying of all investments could characterize the investment behavior of a portion of 

the market, I bdieve it is unreasonable to assume that sort of investment pamm is apropos 

for all investors. Therefore, consideration of both the arithmetic and geometric averages 
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provides a more rational approximation of investor expectations than considemion of only 

the arithmetic mean in a CAPM analysis. 

Nevertheless, some rate of return practitioners (such as USWC witness Cummings) 

elect to rely only on an arithmetic market risk premium in a CAPM analysis. ignoring a 

historical geometric market risk premium which is roughly 200 basis points lowtr. Also, 

because geometric mean return data is pubhhed by the same source (i.e., Ibborson 

Associates), on the same page as the arithmetic mean, investors have access to both and, it 

is reasonable to assume, make use of both in determining their return requirements. 

Q. IS THERE SLTPP0RT;IN THE LITERATURE OF FRVANCIAL ECONOMICS FOR 

THE USE OF GEOMETRIC AVERAGES OF HISTORICAL RETURNS AS THE BEST 

REPRESENTATION OF THE MARKET RISK PREMIUM IN THE CAPM? 

A. Yes. 

“Determining the market risk premium The market 
risk premium (the price of risk) is the difference between the 
expected rate of return on the market portfolio and the risk 
free rate, E(r& - rf. We recommend using a 5 to 6 percent 
market risk premium for U.S. companies. This is based on 
the long-run geometric average risk premium for the return 
on the S&P 500 versus the return on long-term government 
bonds from 1926 to 1992 [footnote omitted] .... 

We use a geometric average of rates of return 
because arithmetic averages are biased by the measurement 
period. An arithmetic average estimates the rates of r e m  by 
taking a simple average of the single period rates of 
re turn.... We believe that the geometric average represents a 
better estimate of investors’ expected returns over long 
periods of time .... 

Also, the arithmetic average depends on the interval 
chosen. For example, an average of monthly r e t m s  will be 
higher than an average of annual returns. The geometric 
average, being a single estimate for the entire time interval, is 
nonvariant to the choice of interval. (Copeland, T., Koller, 
T., Murrin, J., Valuation. Measuring and Manaping the 
Value of CornDanies, 2nd Ed., Wiley & Sons, New York, 
1994, pp. 260-1) 
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In addition, ons of the financial publications on which investors and cost of zapital analysts 

often rely, Vdue Line. advises its subscribers that the geometric mean prokids an 

unbiased measure of historical growth while the arithmetic mean is biased upward: 

“The arithmetic average has an upward bias, though it is the 
simplest to calculate. The geometric average does not have 
any bias, and thus is best to use when compounding (over a 
number of years) is involved.” (The Value Line Investment 
Survey, Selection & Opinion, May 7, 1997, pp. 6844-5) 

Therefore, both the arithmetic and the geometric mean are reco,gzed in the 

financial literame and in the fmancial media as measures of historical returns. I recognize 

that there is merit to the position on the use of the arithmetic mean, and I, too, use the 

arithmetic average market risk premiums published by Ibbotson Associates. However, I 

also use the geometric mean and, in so doing, I recognize that both are available to 

investors and both have theoretical merit. As a result, I believe my CAPM analysis presents 

a more balanced estimate of the cost of capital than that offered by USWC’s witness Mr. 

Cummings, which considers only the high-end results produced by the arithmetic mean. 

Q. IS THERE EVIDENCE IN THE FINANCCIAL LITEK4TlJR.E THAT THE HISTORICAL 

RISK PREMILMS PRESENTED IN THE IBBOTSON STUDY MAY OVERSTATE 

INVESTOR EXPECTATIONS? 

A. Yes. There is evidence published relatively recently which studies market risk premiums 

over a very long-term period (dating back to the earIy 1800s). That study shows that the 

risk premiums obtained from the time period studied by Ibbotson Associates Le., starting 

in the late 1920s or early 1930s) are exaggerated. Moreover, those studies show that a 

more ‘‘normal’- risk premium between stocks and bonds ranges from 2% tc 3% (Siegel, J., 

Stocks for the Long - Run, 1994, Irwin, Chicago IL, p. 20). That evidence indicates that the 

Ibbotson risk premiums may be substantially overstated as examples of inv~,stors’ long- 

term return expectations. 
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Q. WHAT VALUES HAVE YOU CHOSEN FOR THE BETA COEFFIcIEhTS LX THE 

2 CAPM ANALYSIS? 

3 A. I have used beta coefficients published by Value Line in my analysis. Value Line reports 

~4 

5 

6 

7 

beta coefficients for all the stocks it follows. Their beta is derived from a regression 

analysis between weekly percentage changes in the market price of a stock and weekly 

percentage changes in the New York Stock Exchange Composite Index over a period of 

five years. The average beta coefficients of my sample group of telecommunications 
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holding companies, insurance and gas distribution companies are 0.81,0.90 and 0.57, 

respectively. 

Q. WHAT ARE THE RESULTS OF YOUR CAPITAL ASSET PRICING MODEL 

ANALYSIS OF TKE COST OF EQUITY FOR THE TELECOIVMUNICAITO~~S FIRMS 

AND THE GAS DISTRIBUTORS? 

A. Exhibit-(SGH-1), Schedule 8, pages 1 through 3, shows a mid-point estimate of 12.85% 

for the telecommunications holding companies and 13.61% for the insurance companies. 

For the gas distribution sample group, the CAPM analysis produced a range of equity cost 

estimates from 10.28% to 11.42%, with a mid-point of 10.85%. 

MODIFIED EARNINGS-PRICE RATIO (MEPR) ANALYSIS 

Q. PLEASE DESCRIBE THE MANNER IN WHICH YOU USE THE EARh?NGS-PRTCE 

RATIO TO AVALYZE OF THE COST OF COMMON EQUITY CMITAL. 

A. The MEPR analysis I utilize is useful in a corroborative sense, and can be a reliable 

indicator of the proper range of equity costs. The earnings-price ratio, which is one portion 

25 

26 

of the MEPR analysis, is calculated simply as the expected earnings per share divided by 

the current average market price. Futher, the earnings-price ratio, itself, is an accurate 

27 

28 

indicator of equity capital cost rates when the market price of a stock is near its book value. 

When the market price of a utility stock is below its book value, the earnings-price 

ratio overstates the cost of equity capital. Schedule 9 contains mathematical support for this 
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concept. The obverse is also axe, i.e., the earnings-price ratio understates rh? c x i  of 

equity capital when the market price of a stock is above book value. 
c 

As a r su l t  of accounting treatment of replatory assets and retiremmr benefits, the * 

telcos under study have very high market-to-book ratios which average 4.36 (excluding 

USW). The accounting changes that have occurred in the telecommunications industry 

cause the reported financial book values and equity returns to differ from the rqgdatory 

books of account on which the earnings capacity of those f m s  remains primarily based. 

That difference between financial equity ratios (S.E.C. or “FR” based on financial 

accounting) and regulatory equity ratios (F.C.C. or “IWZ” based on regulatory accounting) 

has the effect of exaggerating the sustainable growth of the telecommunications companies 

under study. This means that those companies are earning returns based on a re+platory 

rate base that exceeds the asset (and common equity) base which appears in their financial 

reports. The cash flows produced by the telecommunications companies’ re-gubIory 

operations have not changed dramatically, while the book equity base against which those 

cash flows are measured for financial reporting purposes, has diminished consickrably 

during the 1990s. This administrative split between the accounting value and ftle amin gs 

base of the telecommunications fm reduces the reliability of a moMied earnings-price 

ration analysis for those firms. 

The insurance fums and the gas distribution utilities under study have average 

market-to-book ratios of 1.73 and 1.57, respectively. Therefore, the earnings-price ratio 

alone would understate the cost of equity for either sample group. 

Q. WHAT MODIFICATIONS DO YOU MAKE TO “HE EARNINGS-PRICE KATIO, AND 
WHY ARE THOSE MODIFICATIONS NECESSARY? 

A. I do not use the earnings-price ratio alone, i.e., without modification, as an inciiizator of 

equity capital cost rates for the reasons cited above. The earnings-price ratic. alone, is an 

accurate indicator of the cost 

value. However, that condition does not exist in today’s market for the companies under 

study in this analysis. Due to the relationship among the earnings-price ratio. the market-to- 

equity capital when utility market prices approximate book 
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book ratio and the investor-expected return on equity, in the MEPR analysis. J modify the 

earnings-price ratio by averaging that parameter with an investor-expected rzturn on equity. 

This equity cost estimation technique is also termed the "mid-point approach" because the 

equity cost estimate is the mid-point (or average) between the earnings-price ratio and the 

expected return on equity. 

Q. PLEASE EXPLAIN THE RELATIONSHIP AMONG THE EARNINGS-PRICE RATIO, 

THE EXPECTED RETURN ON EQUITY AND THE MARKET-TO-BOOK RATIO. 

A. When the investor-expected return on equity for a utility compay exceeds the investor- 

required return (the cost of equity capital), the market price of the utility will exceed its 

book value. As explained above, when the market price exceeds book value. the earnings- 

price ratio understates the cost of equity capital. Therefore, when the investor-expected 

equity return exceeds the cost of equity capital, the earnings-price ratio will understate that 

cost rate. 

In situations where the expected utility equity return is below what investors require 

for that type of investment, market prices fall below book value. Further, when market-to- 

book ratios are below 1.0, the earnings-price ratio overstates the cost of equity capital. 

Thus, the expected rate of return on equity and the earnings-price ratio tend to move in a 

countervailing fashion around the cost of equity capital. When market-to-book ratios are 

above one, the expected equity return exceeds and the earnings-price ratio understates the 

cost of equity capital. When market-to-book ratios are below one, the expected equity 

return understates and the earnings-price ratio exceeds the cost of equity capital. 

These relationships represent general rather than precisely quantifiable tendencies 

but are very useful in corroborating other cost of capital methodologies. The Federd 

Energy Regulatory Commission, in its generic rate of return hearings found this technique 

useN and indicated that under the circumstances of market-to-book ratios exceeding unity, 

the cost of equity is bounded above by the expected equity return and below by the 

earnings-price ratio (e.g., 50 Fed Reg, 1985, p. 21822; 51 Fed Reg, 1986, pp. 361-363; 

37 FERC 9 61,287, pp. 58-61). The mid-point of these two parameters, therefore, 
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produces an esrimate of the cost of equity capital which, when utiiity mark~-~c- 'bok  ratios 
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are drfferent from unity, is far more accurate than the earnings-price ratio aiane. 

Q. IS THE RESLXT OF THE MODIFJED EARNINGS-PRICE RATIO AKALYSIS FOR 

THE TELCOS AFFECTED BY THE ACCOUNTING CHANGES THOSE FlftrvlS 

HAVE UNDERTAKEN OVER THE LAST FEW YEARS? 

A. Yes, as I noted above, the telco accounting changes do impact the result of my -'MEPR 

analysis. One of the tenets of the modified earnings price ratio analysis is that the earnings 

base of the firm (i.e-7 the base on which the allowed returns are applied and on which the 

earned returns are calculated) is consistent. However, the telcos' election tc disconhue 

re,datory accounting for their utility assets violates that tenet. Returns for rhe rtlco's 

regulated operations continue to be allowed on an earnings base that is a function of 

regulatory accounting book value. However, fmancial earned returns (ROB) are 

calcdated on an equity base that has been diminished by the write-off of u f i q  assets9. 

Therefore, when earned returns are calculated subsequent to the change in accounting 

methods, those returns are measured against a much smaller equity base and while the 

actual dollar r e m  has not increased, the ROE is dramatically over prior levels. 

Therefore, while I believe the modified earnings price ratio analysis remains a 

viable corroborative methodology that continues to be reliable for utility operations that earn 

and report equi+y r e m s  on the same basis (e.g., gas distributors), the currcnt dichotomy 

between telephone regulatory and financial reporting renders the results of 2 MEPR 

analysis less informative with regard to the cost of equity capital for those firms. 

Q- WHAT ARE THE RESULTS OF YOUR MODIFIED EARI"GS-PRICE FL4-0 

ANALYSIS OF THE COST OF EQUITY FOR THE SAMPLE GROUPS L3DER 

STUDY? 

Telecom equity has been reduced in recent years for write-offs occasioned by the disc0ntinrrmc-e of regulatory 
accounting (FASB 71), the accounting treatment of employee pension benefits and, in US E S T  s case, 
the re-acquisition of its yellow pages operation, Dex. 
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-4. Page 1 of Schedule 10 in Exhibit-(SGH-1) shows the institutional analyst’s projected 2000 

per share earnings for each of the firms in the telco sample group. Recent average market 

prices from Schedule 6 and Value Line’s projected 2000 and 2003-2005 book equity 

returns for each company are also shown. The average earnings-price ratio for the RHCs is 

5.36% and their 2000 projected equity returns average 27.75%. For the RHC sample 

group, the mid-point of the earnings price ratio and the current equity return is 16.55%10. 

For these companies, Value Line projects stable ROEs for the 2003-2005 period (including 

USW’s projected 41% ROE), and the mid-point of the projected equity return and the 

current price-earnings ratio is i6.48%. The MEPR results for the telecommunications 

holding companies are well above the DCF results previously derived. 

Page 2 of Schedule 10, in an situation which is effective opposite of that faced by 

the telcos, indicates very low equity capital costs for the insurance companies. Just as the 

telco’s expected accounting equity returns are exaggerated due to a very low level of equity 

capital on their books of account, the insurance companies currently exhibit unusually high 

levels of qui5 capital (termed “surplus” in insurance accounting), causing the earned 

returns of those fm to be diminished. The result of that situation is a modified earnings- 

price ratio res& that is well below the DCF result for those companies, and probably 

understates the cost of equity. 

Page 3 of Schedule 10 shows that the current price-eamings ratio for the gas 

distributor sample group is 7.31%. The distribution companies’ 2000 equity return is 

expected by Value Line to average 11.29%. For the gas distribution sample group, then, 

the mid-point of the earnings-price ratio and the current expected equiiy return is 9.30%. 

According to Value Line, the distribution companies’ 2003-2005 equity return is 

expected to average 13.14%. For the gas distribution sample group, then, the mid-point of 

the current earnings-price ratio (7.3 1 %) and that 2003-05 projected equity return is 

lo The very high ROES for the telcos are, again, due to the discontinuance of regulatory accounting and the 
write-down of assets for financial reporting. If the RHCs book value had grown at a consemarive 5% rate 
since 1990, their 1999 book value (Le., with no write offs, and no mergers) would have approximated 
$14.3 or 1.57 times the $9.l/share average projected for 1999 by Value Line (absent USWs “hiMF). 
Measuring ROE for the telcos with a book value 1.45 times higher would produce expected ROEs in 1999 
of approximately 14.56 rather than 28% and a MEPR result of about 106. 
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10.23%. The near-term MEPR results are below the DCF equity cost estAarts Ior the gas 

distributors preblously derived, but the long-term projected MEPR r&ults tend ta support 

the DCF cost of equity estimate for those fms .  
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MARKET-TO-BOOK UTI0 ANALYSIS 

Q. PLEASE DESCRTBE YOUR MARKET-TO-BOOK (MTl3) ANALYSIS OF THE COST 

OF COMMON EQUITY CAPITAL FOR THE SAMPLE GROUPS. 

A. This technique of analysis is a derivative of the DCF model that attempts to compensate the 

capital cost derived for inequalities which night exist between a firm’s market price and its 

book value per share. Although this method of analysis is derived from the DCF model 

and, therefore. cannot be considered a strictly independent check of that method. the MTB 

analysis is useful in a corroborative sense in that it seeks to determine the cost of equity 

using market-determined parameters in a Merent format than that employed in the DCF 

analysis. In the DCF analysis, the available data is “smoothed” to an extent to identify 

investors’ long-term sustainable expectations. The MTB analysis that I employ. while 

based on the DCF theory, relies, instead, on point-in-time hata projected one year and five 

years into the future and, thus, offers a practical corroborative check of the traditiond DCF. 

The MTB formula is derived as follows: 

Solving for “P’ from Equation (l), the standard DCF model, we have 

But the dividend @) is equal to the earnings (E) times the earnings payout ratio. or one 

minus the retention ratio (b), or 

D = E(l-b). 17j 

Substituting Equation (7) into Equation (6),  we have 
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The earnings (@) are equal to the return on equity (r) times the book value of that equity 

(B). Making that substitution into Equation (8). we have: 

(9) 

Dividing both sides of Equation (9) by the book value (€3) and noting from Equation (ii) in 

Appendix B that g = br+sv, 

P r(1-b) 
=k-br-sv * 

Finally, solving Equation (10) for the cost of equity capital (k) yields the MTB formula: 

r(1-b) k =- P/B +br+sv. 

Equation (1 1) indicates that the cost of equity capital equals the expected return on equity 

multiplied by the payout ratio, divided by the market-to-book ratio plus growth. Schedule 

11 shows the results of applying muation (1 1) to the defined parameters for the telcos, 

insurance companies and the gzs distibution utilities in the comparable samples. Pages 1 

and 2 of Schedule 11 apply to the telcos while pages 3 and 4 contain data related to the 

insurance companies and pages 5 and 6 present the analysis for the distribution companies. 

Pages 1,3 and 5 of Schedule 10 utilize current (2000) parameters for the MTB analysis 

- 

while pages 2.4 and 6 of that Schedule utilize Value Line’s 2003-2005 projections. 

The MTB cost of equity capital for the telcos is 13.41 % using data from 2000 and 

11.77% using data from the 2003-2005 period. The MTB cost of equity for the sample of 

insurance companies is 12.59% using the current year data and 12.51% using projected 
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data. For the gas distributors, the MTB cost of equity estimates are 10.86% intar term 

projections) and 10.21 % (long-term projections). 

PLEASE SuMMARlzE THE RESULTS OF YOUR EQUITY CAFITAL COST 

ANALYSES FOR THE SAMPLE GROUP TELECOMMUNICATIONS HOLDING 

COMPANIES AND THE GAS DISTRIBUTION COMPAhWS. 

My analysis of the cost of common equity capital for the telcos, insurance and the gas 

utility sample group is summarized in the table below. 

INSURANCE G.4S DISTRIB. METHOD TELCOS 

DCF 12.71% 12.48% 10.86% 

CAF'M 12.85% 13.61% 10.85% 

MEPR 16.55% / 16.48% 6.78% f 8.04% 9.30% / 10.23% 

MTB 13.41% / 11.77% 12.59% / 12.51% 10-86% / 10.21% 

Weighing all the evidence presented herein, my best estimate of an appropriate range of 

cost of equity capital for a gas distribution operation similar in risk to the companies 

analyzed is 10.50% to 11.00%. In the case of the gas distributors, the corroborative equity 

cost estimation analyses produce results that are, for the most part, similar to or lower thm 

the DCF estimate. In such a situation, a range of 10.50% to 11.00% gives primary weight 

to the DCF estimate for the gas distributors and recognizes that the corroborating 

methodologies produce results both below and above the DCF. 

As can be seen from the table above, the corroborative methodologies ,urrently 

produce estimates for the telcos that are also both above and below that sample group's 
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DCF equity cost estimate. For reasons of consistency. the Modlfied Earnings Prize Ratio 

(MEPR) results for the telcos are reported in the table above, but should be &-orded little 

weight due to the systematic aberrations in reported book returns for those LIS. The 

average of the remaining corroborative methodologies (MTB and CAPM) foi rise telcos is 

12.72%, approximating the DCF result of 12.71% [average 

average CAPM result (12.85%) + 2 = 12.72%]. Therefore, a range of equiq- capital cost 

estimates around the DCF result for the telcos in indicated. Rounding the DCF result to the 

nearest 1/4 percentage point, 12.75%, and establishing a 50 basis point range around that 

equity cost estimate produces a range of equity cost estimates for the telecommunications 

holding companies of 12.50% to 13.00%. 

result (12.59%) + 

For the insurance companies reviewed, the DCF result is 12.48%, below the lower 

end of the range of equity cost estimates for the telcos. However, the CAPM and MTB 

corroborative methodologies for those f m s  produce an equity cost indication of 13.08% 

[average CAPM (13.61%) + average MTB (12.55%) + 2 = 13.08%]. Although the MEPR 

analysis for the insurance companies produces much lower equity cost estimates. I do not 

find those results reliable due to the overcapitalization existing in the h s u r a n z  industry at 

the current time. Also, the other corroborative methods indicate that my DCF iesult for the 

insurance companies may be understated. Therefore, a reasonable estimate of the cost of 

equity for those firms would coincide with that estimated for the telecommunications 

holding companies-12.50% to 13.00%. 

As previously noted, diversified telecommunications holding companies and the 

insurance companies are riskier than local exchange telephone operations. Also, gas 

distributors have similar but less risk than a local exchange telephone operation. Therefore, 

an appropriate equity retum for USWC's local exchange operation in Arizom is below that 

derived for the telco and insurance companies but above that appropriate foi a gas 

distribution operation. An equity cost range of 11% to 12.50% (midpoint = 11.75%) 

encompasses the equity capital cost estimates of both the gas distribution sample and the 

telcos in that it includes the top of the range of the gas distributors (1 1%) and the bottom of 

the range of equity costs for the telcos and property/casualty insurance fms  (12.50%). 
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Q. WHAT IS YOUR RECOMMENDATION WITH REGARD TO AN APPROPRIATE 

OVERALL RETURN ON RATE BASE FOR US WEST COMMUNICATIONS IN THIS 

PROCEEDING? 
U 

A. Exhibit-(SGH-1), Schedule 12, shows that with an allowed return on equ@ capital of 

11.75%, using the Company’s requested allocated capital structure, USWC-Arizona’s 

overall cost of capital would be 9.68%. That overail cost of capital should be considered as 

the primary guide to setting fair and reasonable rate of return on USWC-Az‘s original cost 

rate base. Schedule 12 also indicates that, assuming a prospectivz Federal and State tax rate 

of 40%, that overall return would afford the Company an opportunity to achieve a pre-tax 

interest coverage level of 3.92 times. 

Q. IN YOUR OPINION, MR. HILL, WOULD IT BE APPROPRIATE TO APPLY YOUR 

RECOMMENDED OVERALL RETURN TO A RATE BASE DIFFEREhT FROM THE 

COMPANY’S ORIGINAL, COST RATE BASE? 

A. No. The profitability of the vast majority of utilities in the U.S. are determined on the basis 

of applying the firm’s cost of capital to its ori,@nal cost rate base. Moreover, that paradigm 

has led to a utility industry that has provided investors appropriate returns, allowing the 

utilities to attract sufficient capital in order to provide for the public’s utility requirements. 

The adequacy of returns allowed under that paradigm is evidenced by market prices which 

are well above book value for most utility operations, including USWC. 

To the extent that the cost of capital would be applied to a rate base which exceeds 

(understates) the regulated firm’s original cost rate base, the resulting dollar return would 

exceed (understate) a fair return. In order to prevent the allowance of a return that is 

something other than a fair return, if the rate base is greater (smaller) than the repdated 

firm’s original cost rate base; the return applied to that rate base should be adjusted 

downward (upward). 

For example, it is my understanding that the “fair value” rate base in Arizona has 

been determined to be a 50/50 weighting of original cost rate base and what is termed a 
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“Reconstruction Cost New less Depreciation” (RCND) rate base. The prima-- a-erence 

3 between the original cost rate base and the RCND rate base is that, in the lanzr. m e  original 

3 

4 

cost of the plant equipment (by vintage) is increased to current levels throua a price 

inflation adjustment which is moMied by a measure of the useful life of each planr item 
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(srmilar to depreciation). Therefore, the RCND rate base includes an inflation adjustment 

that the original cost rate base does not; and. for that reason, the former will be 2 hgher 

dollar value than the latter. As I noted above, in order to provide a fair return in a situation 

when the utility rate base is to be greater than the original cost, the allowed return must be 

reduced below the cost of capital (which provides a fair return based on ori-gind cost rate 

base). 

It is my understanding that Utilitech (Staff revenue requirements m i m e s a )  has 

provided a calculation of the fair return on fair value rate base which incorpora~s my cost 

of capital findings. 
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Q. HAW YOU INCLUDED AN INCREMENT TO YOUR E Q U n r  CAPITAL COST 

ESTIMATE TO ACCOUNT FOR ISSUANCE EXPENSES AND MARKET 

PRESSURE? 

A. No, an explicit adjustment to “account for” flotation costs is unnecessary foi several 

reasons. First, such adjustments are usually predicated on the prevention of the dilution of 

stockholder investment. However, the reduction of the book value of stockbolder 

investment due to issuance expenses can occur only when the utility’s stock is d i n g  at a 

market price equivalent to or below its book value. In the current market environment, with 

telecommunications common stock selling at more than a 400% premium tc, its ’bok value, 

every time a new share of stock is sold, all shareholders realize an increase in t h ~  per share 

book value of their investment. In other words, the stockholders’ investment value is 

increased when new stock is issued, not decreased, and there is no need to ‘-comppynsate” 

stockholders for a hypothetical dilution of book value that does not exist 
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Second. assuming arguendo the need for an issuance expense adjustment to the cost 

of equity, the majority of the issuance expenses incurred in any public offering are 

“underwriter‘s fees” or “discounts”. Underwriter’s discounts are not out-of-pocket 

expenses for the issuing company. On a per share basis, they represent only the difference 

between the piice the underwriter receives from the public and the price the utility receives 

from the undenniter for its stock. As a result, underwriter’s fees are not an expense 

incurred by the issuing utility and recovery of such “costs” should not be included in rates. 

Third. my DCF growth rate analysis includes an upward adjustment to equity 

capital costs which accounts for investor expectations regarding stock sales at market prices 

in excess of book value, and any further explicit adjustment for issuance expenses is 

- 

I 

unnecessary. 

Fourth. research11 has shown that a specrfic adjustment for issuance expenses is 

unnecessary. There are other transaction costs which, when properly considered, eliminate 

the need for an explicit issuance expense adjustment to equity capital costs. The transaction 

cost that is improperly ignored by the advocates of issuance expense adjustments is 

brokerage fees. Issuance expenses occur with an initial issue of stock. Brokerage fees 

occur in the much larger secondary market where pre-existing shares are traded daily. 

Brokerage fees tend to increase the price of the stock to the investor to levels above that 

reported in the Wall Street Journal, for example. Therefore if those kinds of nansaction 

costs were included in a DCF cost of capital estimate they would raise the effective market 

price, lower the dividend yield and lower the investors’ required return. E one considers 

transaction costs which, supposedly, raise the required return (issuance expenses), then 

costs which lower the required return (brokerage fees) should also be considered. As 

shown by tho, research noted above, those transaction costs essentially offset each other and 

no specific equity capital cost adjustment is warranted. 

“A Note on Transaction Costs and the Cost of Common Equity for a Public Utility,” Habr, D., National 
Reoulatorv Research Institute Ouarterh Bulletin, January 1988, pp. 95-103. 
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N. COMMENTS ON COMPANY TESTIMONY 

Q. HOW HAS COMPANY WITNESS CUMMINGS ESTIMATED THE E Q L m -  CAPITAL 

COST OF US WEST COMMUNICATIONS? 

A. Company witness Cummings has relied on an equal weighting of the results of a DCF 

analysis and a CAPM analysis to estimate the Company’s equity capital COST me.  I believe 

the Company’s DCF methodology is unsound and wlll address my concerns rtgarding that 

DCF analysis. initially. I will then address certain portions of his CAPM analysis. Because 

I have discussed the shortcomings of the CAPM when used in cost of capital analysis at 

length in Appendix D attached to chis testimony, my comments on Mr. Cumnings’ CAPM 

will be relatively brief. Finally, I will also address Mr. Cummings’ corrobomive analyses. 

Q. ON WHAT DCF MODEL HAS THE COMPANY RELIED TO PROVIDE -4X 

ESTIMATE OF ITS EQUITY CAPITAL COST RATE? 

A. Witness Cummings uses the following DCF formulation to estimate equity capital costs: 

The Company terms its version of the DCF the “quarterly DCF’ model. This particular 

version of the DCF model produces cost of equity results that are higher than the standard 

DCF model. Witness Cummings’ DCF, because it contains the same variable “k-‘ on either 

side of the equation requires an iterative (i-e., trial and error) solution. In other words, 

given estimates of “g” and the next four quarterly dividends, a value for ‘‘Y is assumed and 

inserted into the equation. If the two sides of the equation are not equal, another ’IC” value, 

either hgher or lower, must be tried and the process continued until the equarion is correct. 

Aside from the obvious mathematical complexity of this model, which makes it 

doubtful that the average investor actually uses it, this version of the DCF modd effectively 

increases dividends increase every quarter. Not one of the companies analyzed by the 

Company witness has raised its dividend every quarter. USWC-Arizona‘s assumption of a 
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dividend increzse every quarter, therefore. overstates investor expectations. ,&o. as noted 

previously in my testimony. since the DCF is defived as a quarterly model. it ~ e ~ _ U i r e ~  no 

additional “adjustments” and the proper dividend to use in the model is the expected next 

quarter dividend, annualized. If the dividend has regularly been increased in the quarter 

following analysis, then the current quarterly dividend should be increased by one plus the 

annual growth rate and then annualized to calculate the DCF dividend yield. However, the 

dividend does not increase every quarter nor do investors expect it to do so. 

Witness Cummings’ rationale supporting a constantly increasing dikldend 

is grounded on the ability of investors to reinvest those dividends every quarter in 

equivalent riWreturn investments to earn the incremental “time value of money’.“. That may 

or may not represent the action of investors. Regardless, it is not the ratepayers‘ 

responsibdity to provide the investor any additional return he or she might receive by 

reinvesting the quarterly dividend. 

Finally. the Federal Energy Regulatory Commission, in its Generic Rate of Return 

rulemaking proceedings held during the 1980s and early 199Os, has considered and 

rejected the w of a DCF model which compounds the quarterly dividend. The FERC held 

in Order 461 (37 FERC ¶61,287) that if the allowed return were determined using a DCF 

model which included the dividend compounding recommended by Company uitness 

Cummings, the investors would be compensated twice, “--once by the utility [through the 

allowed rate of return] and once through the investors’ reinvestment of the dividends in 

some other alliterative investment” 

Q. WHAT DCF GROWTH RATE METHODOLOGY DOES WITNESS CUMMINGS USE? 

A. Witness C m i n g s  relies exclusively on 5-year earnings growth rate forecasts. 

Q. WHAT ARE YOUR COMMENTS ON THE EXCLUSIVE USE OF PROJECTED 

EARNINGS GROWTH RATES IN A DCF ESTIMATE OF THE COST OF EQUITY 

CAPITAL? 
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-4. In my view, earnings growth rate projec ions are widely a railable, are used by investors 

and, therefore. deserve consideration in an informed, accurate assessment of the investor 

expected growth rate to be included in a DCF model. I do not believe, however. that 

projected earnings growth rates should be used as the only source of a DCF growth 

estimate as witness Cummings has done in this case. In other words, projected earnings 

growth rates are influential in, not determinative of, investor expectations. 

Q. PLEASE EXPLAIN WHY EXCLUSIVE RELIANCE ON ANALYSTS’ PROJECTED 

EARNINGS GROWTH U T E S  IN A DCF EQUITY COST E S m 4 T ’ E  CA?S 

PRODUCE LRELkABLE RESULTS. 

A. First, it is important to realize that, as I have previously noted in my testimony. projected 

growth rates may over- or understate dividend growth that can be sustained over the long 

term by the companies under review. This is important because sustainable growth is 

required in an accurate DCF assessment of the cost of equity capital. The efficacy of 

projected earnings growth rates in any specific DCF analysis can only be determined 

through a study of the underlying fundamentals of growth-something which Company 

witness Cummings fails to do with his exclusive reliance in analysts’ earnings growth rate 

projections. 

Second, there is often associated with the exclusive use of analysts’ projected 

earnings growth rates an erroneous notion of “consensus”, i.e., that projected earnings 

growth rates are what investors are using to estimate return requirements and that those 

estimates closely agree. As shown in the table below, which shows detailed statistics form 

analysts’ growth rates estimates for Mr. Cummings sample group of telecommunications 

companies, what is often called a “consensus“ earnings growth expectation are, in reality 

25 quite divergent. 

26 
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TABLE I. 

zacks 5-Year Number of 
COmDanv Estunates 

Bell Atlantic 11.39% 14 
Bell South 11.311% 11 
GTE C o p .  11.90% 13 
SBC Comm. 12.99% 15 
US IVmT 7.12% 12 

Averages 10.96% 

Range of 
Estimates 

5.8% 15.0% 
8.0% 16.6% 
7.0% 15.0% 
9.6% 15.4% 
2.48 lo.@% 
6.6% 14.4% 

Data from Market guide, Multex.com via Yahoo! 

3 

4 

From Table I, we see that the analysts’ “consensus” growth rate estimates for Mr. 

Cummings’ telecommunications f m s  are based on projected earnings groWh rates that, 

5 overall, show a divergence rather than a consensus of investor opinion. Foi example the 

6 analysts slweyed by the analysts that follow US WEST project earnings growth mtes for 
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the Company that range from 2.4% to 10%. It is important to remember thar the average 

earnings projection, even though it is called a “consensus” earnings growth estimate, is 

based on what may be a very wide range of growth rate expectations among the 

professional analysts. Therefore, caution should be afforded the use of those earnings 

growth estimates in any DCF analysis and they should not be utilized exclusively as Mr. 

Cummings has elected to do. 

/ 

Q. DON’T COST OF CAPITAL EXPERTS WHO RELY EXCLUSIVELY os EARNINGS 

GROWTH PROJECTIONS REFER TO ACADEMIC STUDIES WHICH SHOW 

16 

17 GROWTH RATE ESTIMATION METHODS? 

18 

19 

20 

7‘ 

ANALYSTSy E A R ” G S  GROWTH ESTIMATES TO BE ‘‘SUPERIOR-‘ TO OTHER 

.s 

A. Yes, however, while such studies do show that projected growth rates are superior to 

simple, mechanical averages of historical growth rates, they do not sugges; that projected 

earnings growth rates are determinative of investor expectations. What thosz studies 

actually do is make a good case for the consideration of analysts’ growth re forecasts in a 

L reasoned examination of investor growth rate expectations. With that premise, I quite 
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agree, and that is how I have elected to use analysts’ forecasts in my DCF analysis, i.e., as 

part of an analysis of growth rate expectations. Those studies do not provide a rationale for 

and exchive reliance in earnings growth rate projections. Certainly analysts’ growth rate 

projections can influence investor expectations, but it is unreasonable to conclude that they 

determine those expectations exclusively. 

Q. WHAT ARE YOUR COMMENTS REGARDING MR. CUMMINGS’ “COMPARABLE 

RISK com.4~~77 DCF ANALYSIS? 

A. Mr. Cummings’ “comparable company” DCF cost of capital study examines the market 

data of a group of firms selected by a risk parameter screening process. Although Mr. 

Cummings selects those companies on the basis of bond rating and cash flow volatility, a 

key element omitted from hts selection process is the level of competition to which the 

firms are exposed. 

Interestingly, Mr. Cummings’ selection process includes companies in the “similar 

risk”-company sample that are essentially utility operations and have, comparatively, low 

competitive risk Therefore, only a few of the firms in Mr. Cummings “comparable risk” 

group enjoy a market position similar to a local exchange telephone operation. Mr. 

Cummings’ DCF result for those utility companies averages is considerably lower than the 

overall average for the “similar risK’-company sample. 

The average DCF result for the utihty companies shown in Mr. Cummings’ Exhibit 

PCC-06 (his DCF analysis of the “similar-risk” firms) is approximately 11 %12. The 

average DCF result for the other firms is 14.5% (standard deviation = 2.02%). The DCF 

result for Mr. Cummings’ “similar risk‘, firms with substantial market share positions (the 

utilities) is more than two full standard deviation units below the average of the unregulated 

companies included in that sample. Those data indicate that the DCF cost of equity for the 

competitive firms included in Mr. Cummings sample group is significantly different from 

the similar companies that enjoyed large market Shares. Therefore, included in -W. 

l2  DPL, Inc. (10.7%), IPALCO Enterprises (10.4%), OGE Energy (12.01, Otter Tail Power (10.6%), WPS 
Resources (1 1.5%); Duke Energy omitted due to change in business, Northern States Power omitted due to 
merger and r e M  stock price depression. 
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Cumrnings‘ ‘‘comparable risk” sample group selected on the basis of bond raring and cash 

flow volatiliy are two subgroups. Those two subgroups have markedly differen: 

capital costs. according to witness Cummings’ own calculations, even thou-$ Snz 

companies were selected to be of similar risk. 

Three conclusions must be drawn from this result: 1) the two groups cannot be of 

similar investment risk and h4r. Cummings’ selection parameters (bond rating and cash 

flow variability) are insufficient to select similar-risk companies; 2) the nsli factor which 

witness Cummings has failed to consider-the market share position of the h - h a s  a 

substantial impact on the market-required cost of eqity; and 3) the cost of eqGq of utillty 

operations which have bond rating and cash flow similarities to USWC is well below the 

equity cost of unregulated f m s  with similar bond ratings and cash flow variability. 

Finally, because Mr. Cummings’ average DCF cost of equity for the utility firms with 

similar bond ratings and cash flow variability-1 l%-& below my recommended return on 

equity in this proceeding (1 1.75%), the latter can be considered to be conservative: 

according to the data contained in the Company’s own analysis. 

Q. DOES THIS CONCLUDE YOUR COMMENTS ON WITNESS CUMMINGS- DCF 

EQUITY COST ESTIMATION ANALYSIS? 

A. Yes, it does. 

Q. WHA.T ARE YOUR COMMENTS ON COMPANY WITNESS CUMh4INGS‘ CAPM 

ANALYSIS? 

A. Witness Cummings uses the CAPM as a co-equal analytical method to the DCF. I have 

previously discussed the shmtcomings of the CAPM when used to estimate the Cost of 

capital in Section III and Appendix D of this testimony. For those reasons I rd> on the 

CAPM as a check &.the DCF, but do not believe it deserves co-equal starus in estimating 

the cost of equity. Because Ihave previously discussed the issues relevant ~cf th~, CAPM, I 

will not repeat the entirety of that logic here. However, there are aspects of M. Cummings’ 
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application of the CAPM whch causes the result to be overstated and of which the 

Commission should be aware. 

Previously in this testimony, I have pointed out that the use of a long-term Treasury 

security as the risk-free rate in the CAPM includes a level of inflation-related systematic 

risk that is not called for in the theory on which the CAPM is based. Brealey and Meyers, 

an authority which Mr. Cummings cites in his Direct Testimony in this preceding. in The 
PrinciDles of Comorate Finance, 4th Ed. (McGraw-Hill, New York, p. 194). indicate that 

the Merence between the historical average annual return of T-Bonds and T-BilLs should 

be subtracted from the current T-Bond rate to produce what amounts to a fomud-looking 

T-Bill rate-the proper risk-free rate to be included in the CAPM. However. Mr. 

Cummings fails to make such an adjustment. 

While I have discussed many of the shortcomings of the beta coefficients. which 

are &e key measure of risk in the CAPM model, two aspects are underscored in the 

workpapers provided by Mr. Cummings in response to Staff Data Request SGH-01-23. In 

his testimony. Mr. Cummings explains that he calculated his own beta coefficient for US 

WEST. Staff Data Request SGH-01-23 asked Mr. Cummings to provide those 

calculations, which he did. 

First, the result of Mr. Cummings’ regression analysis is a beta coefficient for US 

WEST of 0.64. not the 0.76 he ultimately uses to estimate the CAPM cost of equity. The 

0.64 actual measured beta is often termed a “raw” beta and the 0.76 figure used by Mr. 

Cummings is termed an “adjusted” beta. Beta coefficients are sometimes adjusted for the 

supposed tendency for beta coefficients to migrate toward the market beta (1.0) over time. 

That is a theorq- in financial economics with which there is disagreement. As a result, both 

‘‘raw’> betas and “adjusted” betas are published in the financial media. Standard & Poor’s, 

for example, publishes “raw” betas and Value Line publishes “adjusted” betas. The point is 

that it is not clear which actually represents the investment risk of the fm, and the equity 

cost impact of using one or the other is not trivial. For example, the 0.12 difference 

between Mr. Cummings’ “adjusted” (0.76) and “raw” (0.64) beta for US WEST, 
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multiplied by a market risk premium of 8.4%13, indicates an equity cost hpae:  of 101 

basis points [ 0.12 x 8.4% = l.OOS%]. Mr. Cmmings’ CAPM result for US YEST was 

12.0% (Cummings Direct, PCC-7), based on his “adjusted‘- beta. If he had wu his “raw” 

beta c%culation, h s  CAPM result would have been 101 basis points less. or 10.99%-well 

below my own equity cost estimate. 

Second. Mr. Cummings’ response to Staff Data Request SGH-01-23 also reveals 

the tenuous nature of beta as the sole measure of investment risk (which. in rhs CAPM 

context, it is). The statistical data accompanpg Mr. Cummings calculation of beta indicate 

that the coefficient of determination or “r-squared” coefficient for that regression is 0.17. 

That statistic means that only 17% of the risk associated with an investment in US WEST, 

compared to an investment in the market as a whole, is captured by beta. Tha~ result is not 

an indictment of the manner in which Mr. Cummings calculated his beta cmBirient; that he 

has done without Raw. Rather, that low r-squared statistic is typical for beta coefficients 

and underscores the fact that 1) beta, alone, is not a reliable indicator of i n v m e n t  risk, 

and 2) the CAPM should not be utilized as a primary indicator of the cost of equity capital 

in regulatory rate proceedings. 

Q. DOES THIS CONCLUDE YOUR COMMJ3hTS REGARDING MR. CUMMINGS’ 

CAPM ANALYSIS? 

A. Yes, it does. 

Q. WITNESS CUMMINGS UTlLIZES TWO CORROBORATIVE ANALYSES. ‘WHICH 

HE TERMS “REASOlQ@LENESS TESTS.’’ WHAT ARE YOUR COMMESTS 

REGARDING HIS FIRST ANALYSIS? 

A. Witness Cummings performs a DCF analysis on a sub-set of the S&P 500 In&x and 

determines that the cost of capital of the “ave~ge” stock is higher than his recommendation 

for USWC-Arizona and that, therefore, his recommendation is reasonable. The wimess is 

able to venfy his result that the Company has “slightly” less risk than avexoe by relying on 

l3 Ibbotson’s historical market risk premium range is 7.4% to 9.4%; 8.4% is a mid-poinr 
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elecommunications fms’ beta coefficients, which are below the definitional Dera for the 

market-1.0. -4s I have noted previously in my testimony above, and as confumed in 

recently pubhshed research in the field of theoretical finance, beta has been shown to be an 

unreliable indicator of relative risk. Therefore, ths  corroborative analysis suffers from the 

same shortcomings as the CAPM, i.e., a heavy reliance on the accuracy of beta. 

In fact. witness Cummings’ first corroborative analysis could be used to support 

my equity return recommendation in this proceeding. In my view, local exchange telephone 

company operations have substantially less risk than the average unregulated, competitive 

industrial fm. Therefore, my estimate of the cost of equity capital for telecommunications 

firms, 11.75%. which is below that of unregulated industrial firms but above that of 

similar-risk utility operations, is reasonable according to witness Cummings’ DCF results 

for the average company. 

Q. WHAT ARE YOUR COMMENTS ON WITNESS CUMMINGS’ SECOND 

CORROBOFL4TIVE METHODOLOGY? 

A. Witness Cummings’ second “reasonableness test” is another version of is first, and suffers 

from the same shortcomings. The witness subtracts bond yields from his estimate of the 

market return (discussed above), multiplies that risk premium by a telecommunications- 

type beta to arrive at a range of results which coincide with the upper end of his 

recommended return. As with the previous analysis, however, this risk premium/CAPM 

analysis does not constitute a check of the reasonableness of the witness’ equity cost 

estimation techniques, it merely indicates that the equity cost he estimates for the market is 

higher than the cost rate he recommends in this proceeding. In my view, both of his equity 

cost estimates are overstated. 

c- 

Q. DOES THIS CONCLUDE YOUR COMMENTS ON THE EQUITY COST EsnrvlATES 

PROVIDED BY COMPANY WITNESS CUMMINGS? 

A. Yes, it does. 

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY IN THIS PROCEEDING? 
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APPENDIX B 

Q. PLEASE PROVIDE AN EXAMPLE WHICH DESCRIBES THE DETERh4IS-.k\TS OF 

LONG-TERM SUSTAINABLE GROWTH. 

A. Assume that a hypothetical regulated firm had a first period common equity or book 

value per share of $10, the investor-expected return on that equity was 10% and the stated 

company policy was to pay out 60% of earnings in dividends. The first period mmin gS 

per share are expected to be $1.00 ($lO/share book equity x 10% equity return) and the 

expected dividend is $0.60. The amount of earnings not paid out to shareholders (S0.40), 

the retained earnings, raises the book value of the equity to $10.40 in the second period. 

The table below continues the hypothetical for a five year period and illustrates the 

underlying determinants of growth. 

TABLE A. 

YEAR1 YEAR2 YEAR3 YEAR4 YEAR5 G R O W “  
BOOK VALUE $10.00 $10.40 $10.82 $11.25 $11.70 4.00% 
EQUrrYREWRN 10% 10% 10% 10% 10% - 
E A R ”  GS/S H. $1.00 $1.040 $1.082 $1.125 $1.170 4.00% 

DIVIDEND S/SH. $0.60 $0.624 $0.649 $0.675 $0.702 4.00% 
PAYOUT RATIO 0.60 0.60 0.60 0.60 0.60 - 

We see that under steady-state conditions, the earnings, dividends and book value all 

grow at the same rate. Moreover, the key to this growth is the amount of earnings 

retained or reinvested in the fm and the return on that new portion of equity. If we let 

“b” equal the retention ratio of the firm (1 - the payout ratio) and let ?“ equal the f m ’ s  

expected return on equity, the DCF growth rate “g” (also referred to as the internal or 

sustainable growth rate ) is equal to their product, or *r 

g = br. 

~ 

Professor Myron Gordon, who developed the Discounted Cash Flow technique and first 



introduced it into the regulatory arena, has determined that Equation (i) embodies rhe 

underlying fundamentals of growth and, therefore, is a pr imw measure of gocrzh IO be 

used in the DCF model. Professor Gordon’s research also indicates that analysts‘ growth 

rate projections are useful in estimating investors’ expected sustainable growth. 

I should note here that the above hypothetical does not allow for the existence of 

external sources of equity financing, i.e., sales of common stock. Stock financing will 

cause investors to expect additional growth if the company is expected to issue new 

shares at a market price that exceeds book value. The excess of market over book would 

inure to current shareholders, increasing their per share equity value. Therefore if the 

company is expected to continue to issue stock at a price that exceeds book value. the 

shareholders would continue to expect their book value to increase and would add that 

growth expectation to that stemming from earnings retention or internal growth. 

Conversely, if a company were expected to issue new equity at a price below book value, 

that would have a negative effect on shareholder’s cunent growth rate expectarions. In 

such a situation, shareholders would perceive an overall growth rate less than that 

produced by internal sources (retained earnings). Finally, with little or no expscred equity 

financing or a market-to-book ratio near unity, investors would expect the sustainabie 

growth rate for the company to equal that derived from Equation (i), “g = bra’- Dr. 

Gordon’ identifies the growth rate which includes both expected internal and external 

financing as: 

where, 

g = br + vs, 

g = DCF expected growth rate, 
r = return on equity, 
b = retention ratio, 
v = fraction of new common stock 

sold that accrues to the current 
shareholder, 

s = funds raised from the sale of stock 

lGordon, MJ., The Cost of Capital to a Public Utility, MSU Public Utiikies Studies, East Lao~mg. 
Michigan, 1974, pp., 30-33. 

I .. 
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as a fraction of existing equity. 

Additionally, 

where, 

v = 1 - BV/MP, (iii) 

IvP = market price, 
BV = book value. 

I have used Equation (iii) as the basis for my examination of the investor expected 

long-term growth rate (g) in this proceeding. 

Q. IN YOUR PWVIOUS EXAMPLE, EARNINGS AND DIVIDENDS GREW AT THE 

SAME RATE (br) AS DID BOOK VALUE. WOULD THE GROWTH RATE IS- 
EARNINGS OR DIVIDENDS, THEREFORE, BE SUITABLE FOR DETERMIKING 

THE DCF GROWTH RATE ? 

A. No, not necessarily. Rates of growth derived from earnings or dividends done  can be 

unreliable due to extraneous influences on those parameters such as changes in the 

expected rate of return on common equity or changes in the payout ratio. That is why it is 

necessary to examine the underlying determinants of growth through the use of a 

sustainable growth rate analysis. 

If we take the hypothetical example previously stated and assume that, in year 

three, the expected return on equity rises to 1556, the resultant growth rate for earnings 

and dividends far exceeds that which the company could sustain indefinitely. The 

potential error in using those growth rates to estimate “g” is illustrated in the following 

table. 

... 
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I TABLE B. 

YEAR1 YEAR2 YE.rn3 YEAR4 YEAR5 GROWTH 
BOOK VALUE $10.00 $10.40 $10.82 $11.47 $12.157 5.03% 
EQUITYRETVR_N 10% 10% 15% 15% 15% 10.67% 

$1.040 $1.623 $1.72v" $1.824 16.20% EARNINGS/SH. $1.00 
PAYOUT RATIO 0.60 0.60 0.60 0.60 0.60 - 
DIVIDENDS/SH. $0.60 $0.624 $0.974 $1.032 $1.094 16.20% 

What has happened is a shift in steady-state growth paths. For years ont  and two, 

the sustainable rate of growth (g=br) is 4.0096, just as in the previous hypothetical. Then, 

in the last three years, the sustainable growth rate increases to 6.00% (g=br = 0.4~15%). 

If the regulated fm were expected to continue to e m  a 15% return on equiry and retain 

40% of its earnings, then a growth rate of 6 .08 would be a reasonable estimate of the 

long-term sustainable growth rate. However, the compound annual growth rate for 

dividends and earnings exceeds 16% which is the result only of an increased q ~ g -  return 

rather than the intrinsic ability of the firm to grow continuously at a 16% annuaI rate. 

Clearly, this type of estimate of future growth cannot be used with any reliab&qZat all. In 

the case of the hypothetical, to utilize a 16% growth rate in a DCF model would be to 

expect the company's return on common equity to increase by 50% every five years into 

the indefimte future. This would be a ridiculous forecast for any regulated firm and 

underscores the importance of utilizing the underlying fundamentals of growth in the 

DCF model. 

It can also be demonstrated that a change in our hypothetical regulated f m ' s  

payout ratio makes the past rate of growth in dividends an unreliable basis for p rec i i c~g  

"g". If we assume our regulated fm consistently earns its expected equity return (10%) 

but in the third year, changes its payout ratio from 60% to 80% of earnings, thc rssults 

are shown in the table below. 
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TABLE C. 

YEAR1 YEAR2 YEAR3 YEAR4 YEAR5 
BOOK VALUE $10.00 $10.40 $10.82 $1 1.036 $1 1.26 

EAR”GS/SH. $1.00 $1.040 $1.082 $1.104 $1.126 
PAYOUT RATIO 0.60 0.60 0.80 0.80 0.80 
DNIDENDS/SH. $0.60 $0.624 $0.866 $0.833 $0.900 

E Q U r r Y R E m !  10% 10% 10% 10% 10% 

-4PPZXDIX B 

GROWTH 
3.01% 

3.01% 
7.46% 
10.67% 

- 

What we sce here is that, although the company has registered a high dividend 

c growth rate (10.67%), it is, again, not at all representative of the growth that could be 

sustained indefinitely, as called for in the DCF model. In actuality, the sustainable 

0 orowth rate has declined from 4.0% the first two years to only 2.0% (g=br = 0.2~10%) 

during the last three years due to the increased payout ratio. To utilize a 10% growth rate 

in a DCF analysis of this hypothetical regulated firm would 1) assume the payout ratio of 

the firm would continue to increase 33% every five years into the indefinite future, 2) 

lead to the highly implausible result that the firm intends to consistently pay out more in 

dividends than it earns and 3) grossly overstate the cost of equity capital. 
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APPENDIX C 
SAMPLE COMPANY GROWTH RATE ANALYSES 

TELEOMMUMCATIONS COMPANIES 

BEL - BELL ATLANTIC - BEL’s sustainable growth rate began the fivs-year 
historical period at a 7% rate, but through higher earned returns due to accounting 
changes (book equity write-downs)? the “b tunes r” growtb rate rose to 15% by 
1999. The sustainable growth rate averaged 10.83% over the most recent five-year 
period. Value Line projects “b times r” growth in the future in the 15% to 16% 
range, again, a product primarily of an equity base reduced through accounring 
treatment. Further, because of write-offs, BEL’s book value declined at a 2 5 %  rate 
over the most recent five years and, due to Bell Atlantic’s merger with hmEX the 
projected growth in book value is also expected to jump to the 14% level over the 
next five years. BEL’s earnings per share are expected to grow at an 11 % (VL) to 
11.39% (Analysts’) rate, which is higher than the 7.5% rate of growth in earnings 
experienced by that company over the most recent five years, but does not aproach 
the level indicated by the sustainable growth data. Hrstorically, BEL’s dividends 
increased at a 2.5% annual rate, but are projected by Value Line to increase at only 
a slightly higher rate, 3%, over the next five years. The average earnings, dividend 
and book value growth rates projected by Value Line for this company is 9%- 
Investors can reasonably expect a sustainable internal growth for this company of 
10.5%. 

prices above book value), BEL’s shares outstanding grew at a 15.4% rate over the 
past five years due to the merger with “EX. Since the merger the company’s 
shares outstanding have decreased. Using 1999 as a base, Value Line’s projection 
of total shares outstanding for BEL during the 2003-2005 period indicates a 
4.75% growth rate in the number of shares. A growth rate in the number of shares 
outstanding of -0.25% for this company is reasonable. 

With regard to expected growth from external sources (sales of stock at 

BLS - Bell South - Bell South’s sustainable growth rate began the five-year 
historical period at 6.8%’ but rapidly grew to 16% by 1999 as equity returns and 
retention ratios increased. Value Line projects that earned returns will stabilize for 
BLS over the next five years but retention ratios will continue to increase, giving 
rise to an internal growth rate estimate of nearly 20% by the 2003-2005 period. 
BLS’ book value, which increased at a 2% rate over the past five years, according 
to Value Line, is projected to increase at a 9.5% rate in the future. VL and Analysts’ 
project earnings growth rates for BLS of 13% and 11.38%, respectively. 
However, BLS’ dividend growth projections indicate only a 2.5% rate of growth in 
the future. Historically, BLS’ earnings grew at a 11.5% rate while dividends 
increased at only a 1.5% rate. These data show that investors can reasonably expect 
that long-term sustainable growth for this company will be higher in the future than 
it has been in the past, though not as high as that indicated by the projected 
sustainable growth rate data. The average earnings, dividend and book m h e  
growth rates projected by Value Line for this company is 9%. A 10.5% internal 
growth rate is reasonable in this instance. 

Line projects that the number of shares outstanding will not decrease through the 
2003-2005 period. A growth rate in the number of shares outstanding of -25% 
provides reasonable long-term estimate for this company. 

BLS’ sares grew at only a -1.35% rate over the past five years, and Value 



GTE - GTE Corp. - GTE’s sustainable growth rate began the historicaI period at 
10.3%. and averaged 12.45% for the five-year period, with a moderation in growth 
in 1998. However, VL projects the sustainable will rise by the 2003-05 pefiod to a 
level near 16%, through an increasing retention ratio. GTE’s book value 90wt.h 
during the most recent five years (-5%), again affected by reductions in bock 
equity, is expected to rebound to a 17% rate in the future. GTE’s earnings pcr share 
are projected to increase at a 11.5% (VL) to 11.9% (Analpts’) rate, but its 
dividends are expected to grow at only a 0.5% rate, moderating long-term growth 
expectations. Historically GTE’s earnings have shown 6.5% growth, while its 
dividends increased at a 1% rate. The average projected earnings, dividend and 
book value growth for GTE published by Value Line is 9.67%, well belon- 
htorical sustainable growth rate averages. Therefore, investors can reasonably 
expect a sustainable growth rate somewhat lower than that recently established; 
11.25% is reasonable for this company. 

over the past five years. The number of shares is expected to grow at approximately 
a 0.02% rate through 2003-05, but beyond 1999, the number of shares are not 
expected to increase. An expectation of share growth of 0% for this company is 
reasonable. 

Regarding share growth, GTE’s shares outstanding grew at a 4 0 3 %  rate 

SBC - SBC Communications - SBC’s sustainable growth rate began the five- 
year historical period at about a 14% rate, and averaged almost 16% for the entire 5- 
year period Value Line projects that SBC’s high equity returns will moderate 
somewhat and a 14% rate of internal growth will be maintained through the 2003- 
2005 period. As with the other €SICS, the per share data series projections indicate 
slower long-term growth for this company. For example, Value Line and 
institutional Analysts project 11.5% and 12.9% growth rates in earnings per share. 
However, over the past five years, when earnings growth for SBC was IO.%, 
that company’s dividends grew at only a 4% rate. Value Line projects that 
dividends will increase at a 5.5% rate in the future, higher than past growth but well 
below other growth rate measures, moderating long-term growth rate expectations. 
The average earnings, dividends and book value projected by Value Line for SBC 
is 11.5%, the highest projected growth rate for the telecommunications companies 
studied here. In this instance, a long-term sustainable internal growth rate of 1 1.0% 
is reasonable for this company. 

Value Line’s projections for shares outstanding for SBC take into a- c-count 
that company recent acquisition of Ameritech and include the issuance of over 1 
billion shares of stock. Those data are not useful in estimating a long-term growth 
rate in shares outstanding. However, Value Line also reports that SBC‘s shares 
outstanding showed only a 0.01% rate of growth prior to that company‘s 
acquisition of Pacific Telesis. Also, following the Ameritech merger, Value Line 
projects no increase in shares outstanding for SBC. Therefore, investors relying on 
these data would anticipate no additional growth over the long-term due to sales of 
stock at prices above book value. 

USW - US WEST Communications - Over the most recent five years USW’s 
internal sustainable growth has averaged only 3.5696, even with earned returns (on 
a diminished book value) of approximately 30%. Due to USWb additional write- 
down of book value in 1998 to only $1.50 per share, Value Line reports the 
company’s return on equity as ‘“MF’-n0 meaningful figure. In the future. Value 
Line projects that USW will earn equity returns in excess of 4096, and will retain 
more earnings, creating a sustainable growth projection by the 2003-2005 period of 
25%. In my view, that figure does not represent a reasonable expectation for long- 
term sustainable growth. That very low 1998 book value also gives rise to a very 
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high book value growth projection of USW (23%). However, measured kom the 
prior year (1997) USW‘s projected book value growth is 9.3%. Again, for this 
firm, the per share data series show considerably lower growth rates for USW. 
For example, Value Line also projects USW’s earnings and dividends will increase 
at 13% and 0% rates, respectively. Institutional Analysts’ five-year earnings growth 
projection for USW is lower than Value Line’s: 7.12% (12 analysts polled). Again, 
the low rate of dividend growth projected over the next five years would cause 
investors to moderate any long-term growth expectations indicated by the 
sustainable growth rate data. However, it is reasonable to believe that USVc’‘s long- 
term future growth will exceed historical growth rate levels. An internal growth rate 
of 8.25% is reasonable for USW. 

With regard to share growth the historical data published by Value Line for 
USW indicate a growth in shares outstanding of about 1.7%. However, over the 
next five years, Value Line projects very little growth from shares through the 
2003-2005 period. A growth rate in the number of shares outstanding for USW of 
0% is reasonable on a forward-looking basis. 

PROPERTY/CASUALTY INSURANCE COMPANIES 

BKLY - W. R. Berkley COT. - BKLY’s sustainable growth rate averaged 
7.04% over the five-year historical period. After continuing to pay dividends with 
negative earnings level in 1999, VL projects that sustainable growth by the 2003-05 
period at about 6.6%, roughly equal to historical averages. BKLY’s book value, 
however, which increased at a 9% rate during the most recent five years is expected 
to decline to a 2% rate in the future. In addition, BKLY’s dividends are expected to 
grow at a 5.5% rate, which is below the projected sustainable growth and well 
below the historical dividend growth of 11.5%. Those data indicate that growth 
expectations for this company will be lower in the future. Earnings growth 
projections show a steady to moderating trend. Historically BKLY’s earnings grew 
at a 5.5% rate, according to Value Line but are expected to decline to a 2% to over 
the next five years. Analysts, however, project 14% earnings growth for this 
company, a very wide disparity. The sustainable growth rate data indicate that 
investors can expect sustainable growth from BKLY in the future to approximate 
that which has existed in the past, but dividend, book value and (some) earnings 
growth projections indicate steady or downward growth trends. Investors can 
reasonably expect a sustainable growth rate of 7.0% for this company. 

4% rate over the past five years following a large equity issuance iri 1995. The 
growth rate in shares outstanding was negative prior to and following that equity 
issuance. The growth rate in the number of shares outstanding is expected to 
decline at a 1.25% rate between 1999 and the 2003-05 period. An expectation share 
growth of -1.5% for this company is reasonable. 

CB - The Chubb Corporation - CB’s sustainable internal growth rate averaged 
8.08% over the five-year historical period, winding up in 1999 just below the 
average 5-year level. VL projects CB’s growth will moderate in the future, reachmg 
6.82% by 2003-05. CB’s book value growth rate is expected to remain relatively 
stable, increasing slightly to 9% from 8.5%. Also, CB’s earnings per share are 
projected to increase at 6.5% (VL) and 11.8% (Analysts), but its dividends are 
expected to grow at 7%, similar to levels indicated by the projected sustainable 
growth rate. Historically, CB’s earnings and dividends grew at 6% and 8% rates, 
respectively, according to VL. Given both higher and lower projections for the 

Regarding share growth, B U Y ’ S  shares outstanding fell at approximately a 
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future, investors can expect a sustainable growth rate near past averages. and 8% is 
a reasonable expectation for CB. 

over the past five years. The level of share-growth is expected by VL te ci--. -me at a 
1.9% rate through 2003-05. An expectation share growth of -0.25% for thk 
company is reasonable. 

Regarding share growth, CB’s shares outstanding grew at a 02.6% rate 

C I W  - Cincinnati Financial COT. - CINF’s sustainable growth rate 
averaged 3.93% over the five-year historical period, but fell below that level during 
the most recent two years, indicating a downward trend. VL expects internal 
Growth to continue at the level which existed during the btorical study -period. 
kdicating sustainable growth by the 2003-05 period of about 4%. CDT‘s book 
value grew at a 21.5% rate during the most recent five years (that rate fell to 8.7% 
over the psat three years), but is expected by Value Line to increase at a 15% rate in 
the future. Also, CI”s eamings per share are projected to increase at a 11.5% te 
10% rate (VL & Analysts, respectively). Historically, Cl”s earnings p w t h  was 
7.5%. Those per share data indicate an increasing growth expectation for CIXF, 
relative to historical growth. However, C W s  dividends, which grew at a 12.5% 
rate over the most recent five years are expected to fall to a 10.5% rate in thc future. 
The projected earnings, dividend and book value growth rates are considzrablj- 
higher than indicated by the sustainable growth rate. Investors can reasonably 
expect a sustainable growth rate of 10.75% for this company. 

Regarding share growth, C W ’ s  shares outstanding fell at approximately a 
0.7% rate over the past five years. That level of shares outstanding is expect& by 
VL to fall at nearly a 1.5% rate through 2003-05. An expectation share growth of - 
1% for this company is reasonable. 

OCAS - Ohio Casualty COT. - OCAS’s sustainable internal growth rate 
averaged 3.92% over the five-year historical period. VL projects OCAS’S =wwth to 
fall below historical average levels in 2000, with negative growth p r e d i d  and 
then increase to roughly 6.7% by 2003-05. OCAS’S book value growth rate is 
expected to fall from 11% to only 1.5%, indicating an expectation for lower growth 
in the future. Also, OCAS’s earnings per share are projected to increase at 7% (VL) 
and 10% (Analysts), but its dividends are expected to grow at 3%, moderating 
growth expectations. Historically, OCAS’S earnings and dividends grew at 3% and 
4.5% rates, respectively, according to VL. Investors can reasonably expect a 
sustainable growth rate of 7.7596, from OCAS. 

Regarding share growth, OCAS’s shares outstanding grew at a negarive 4% 
rate over the past five years. The level of share growth is expected by VL te be flat 
through 2003-2005, indicating -0.03% growth by that time. An expecta~on share 
growth of -0.25% for this company is reasonable. 

SAFC - SAFECO Corporation - SAFC’s sustainable growth rate averaged 
4.59% for the five-year historical period. The sustainable growth in the m o s  recent 
year, however, was approximately 1.3%, well below the five-year average. The 
sustainable growth in 2000 is projected to continue at levels below tlm Eve-year 
average, and to rise by the 2003-05 period to a level of approximately 4%. These 
data would indicate that investors can expect future growth to approximz past 
averages. However, SAFC’s book value growth during the most recent five years 
(15.5%) is expected to decline in the future to a growth rate of 5.5%. S-4FC-s 
earnings per share are projected to increase at a 7% (VL) to 9.4% (Analysts) raie, 
and its dividends are expected to grow at a 12.5% rate, after increasing at a 9% rate 
over the past five years. Investors can reasonably expect a sustainable growth rate 
of 9.00% for thrs comDanv. 
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Regarding share growth, SAFC’s shxes outstanding grew at a 0.575 rate 
over the pas1 five years due to a large equity issuance in 1997. Since then. fhe 
number of shares outstanding has been reduced. The number of shares outstanding 
is expected to decline through the 2003-05 period, at approximately a 1.5% rate. 
An expectation share growth of -0.25% for this company is reasonable. 

SPC - St. Paul Companies - SPC’s sustainable growth rate averaged 8.88% 
over the five-year historical period. After falhg well below that historical average 
sustainable growth rate level in 1998, VL projects a sustainable growth by the 
2003-05 period to recover to a level somewhat below the historical averas?: 
approximately 7.3%. SPC’s book value, which increased at a 12.5% rats during 
the most recent five years, is expected to fall to a 5% rate in the future. Also. SPC’s 
dividends are expected to grow at a 4% rate, after increasing at a 7% rate over the 
most recent five years. Also, SPC’s earnings grew at an 11.5% rate historically, 
but are expected to increase at a rate of from 4% (by VL) to 10.07% (by Analysts), 
Le., below past averages and braketing sustainable growth rate levels. Investors 
can reasonably expect a sustainable growth rate of 8.25% for SPC. 

Regarding share growth, SPC’s shares outstanding grew at approximately 
an 7.5% rate over the past five years due to a large equity issuance in 1998. Prior to 
that time: s h e s  outstanding were declining. The growth rate in the number of 
shares outstanding is expected to decline again through 2003-05 at a -1.8% rate. 
An expecmion share growth of 0% for this company is reasonable. 

SIGI - Selective Insurance Group - SIGI’s sustainable growth rate averaged 
7 64% over the five-year historical period, showing a declining trend. VL projects 
that the company will maintain sustainable growth levels through the 2003-05 
period at approximately 7.3%--roughly equal to historical averages. SIGI‘s 
projected book value growth rate, however, shows growth declining from 1 1 % 
over the past five years to 6.5% in the future. SIGI’s earnings per share are 
projected to increase at a 5%-9% (VL, & Analysts, respectively) rate, after growing 
at a 15% rate, historically. The company’s dividends are expected to grow at a 
3.5% rate, after increasing at only a 0.5% rate in the past. Investors can reasonably 
expect a sustainable growth rate of 8.25% for this company. 

Regarding share growth, SIGI’s shares outstanding fell at approximately a 
2% rate over the past five years. That level of shares outstanding is expected by VL 
to continue to decline at approximately a 0.5% rate through 2003-05. An 
expectation share growth of -0.75% for this company is reasonable. 

- 

TRM - Transatlantic Holdings Inc. - TRH’s sustainable growth rate averaged 
12.55% over the five-year historical period with lower results in the most recent 
year. VL projects sustainable growth by €he 2003-05 period will moderate to 
approximately 11%. TR”s book value, which increased at an 17.5% rate during 
the most r a n t  five years, is expected to increase at a 14.0% rate in the future. 
Also, l”‘s dividends are expected to grow at a 12% rate, which is higher than the 
indicated sustainable growth but below the historical dividend growth of 15.5%. 
Earnings show a substantial moderating trend. Historically TR”s earnings grew at 
a 20.5% rate, but are expected to continue in the future at a 9% rate (VL & 
Analysts). The dividend, earnings, and book vahe growth rate data for this 
company indicate that growth in those parameters is trending toward the projected 
sustainable growth rate. Investors can reasonably expect a sustainable growth rate 
of 10.75% for TRH. 

0.3% rate over the past five years. The growth rate in the number of shares 
outstanding is expected to increase at a 0.1 % rate through 2003-05. Those 

Regarding share growth, TRH’s shares outstanding rose at approximately a 
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projections indicate that future share growth will moderate. An expectation share 
u growth of 0.15% for thrs company is reasonable. 

AIG - American International Group - AIG’s sustainable growth rate 
averaged 12.65% for the five-year historical period. The sustainable growth in 
2000 is projected to rise slightly above levels that were recently achieved, and fall 
back, by the 2003-05 period to a level near 13.5%. AIG’s book value growth 
during the most recent five years (13%) is expected to be decline to a 12% me in 
the future. AIG’s earnings per share are projected to increase at a 13% (VL) to 
14.3% (Analysts) rate, and its dividends are expected to grow at a 13S% rate. 
similar to long-term sustainable growth expectations. Investors can reasonably 
expect a sustainable growth rate of 13%. 

Regarding share growth, AIG’s shares outstanding increased at 
approximately a 3.8% rate over the past five years, due to an equity issuance in 
1999. The number of shares outstanding declined prior to that equity issuance. 
Following two years of no growth, share growth is expected to continue ilt 
approximately 0.6% . An expectation share growth of 0.5% for this company is 
reasonable. 

UNIT - Unitrin, Incorporated - UNIT’S sustainable internal growth rate 
averaged 3.44% over the five-year historical period. VL projects UNIT‘S growth to 
fall below historical average levels in ZOO0 and then increase to approximately the 
3.7% level by 2003-05. Indicating future growth at the same rate as historical 
growth. UNIT’S book value growth is expected to decrease slightly from 3.5% to 
3.0%. However, UNIT’S earnings per share are projected to increase at a 1 0 5 %  
(VL) rate [Analysts 5-year growth rates not available], and its dividends are 
expected to grow at 6.5%. Historically, UNIT’S earnings and grew at 8.5% and the 
company’s dividends (which were just initiated in 1990) showed 15% growzh. 
according to Value Line. However, that historical growth in dividends would not be 
weighed heavily by investors in assessing long-term sustainable growth. Investors 
can reasonably expect a sustainable growth rate of 7.75%’ from UNIT. Thar 
growth rate level is well above the sustainable growth indication, but gives 
recognition to the near-term growth potential contained in the Value Line‘s projected 
earnings and dividend growth for this company. 

Regarding share growth, UNIT’S shares outstanding grew at a negative 2% 
rate over the past five years. The level of reduction in shares outstanding is 
expected by VL to moderate to approximately a -1.5% rate through 2003-05. An 
expectation share growth of negative 1.5% for this company is reasonable. 

GAS DISTRIBUTORS 

4 
ATG - AGL Resources - ATG’s sustainable growth rate has averaged about 
1.8% over the most recent five year period (1995-1999), including a set-back with 
substantially negative growth in 1999, due to restrucming. VL expects ATG‘s 
sustainable growth to approximate that historical growth rate level by 2001 and to 
reach 3.8% by the 2003-2005 period. ATG’s book value growth rate is expected to 
be 3% over the next five years, an increase from the 2.5% rate of growth 
experienced over the past five years. Also, ATG’s earnings per share are projected 
to increase at a 5.37% (IBES) to 5% (VL) rate, but its dividends are expected to 
grow at only 1%, moderating sustainable growth expectations. Over the past five 
years, ATG’s earnings grew at a 2.0% rate while its dividends increased at a 1.0% 
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rate. Investors can reasonably expect a sustainable growth rate in the fume of 
3.75% for ATG. 

Repardmg share growth, ATG’s shares outstanhg grew at approximately 
a 1% rate over the past five years. Following negative growth in 2000 and 2O001, 
the number of shares is projected by VL to increase very slightly through 2003-05. 
An expectation of share growth of 0.25% for this company is reasonable. 

AT0 - Amos Energy Corp - ATO’s sustainable growth rate averaged about 
3% for the five-year historical period, with a substantial increase in 1998. 
However. sustainable growth in 1999 fell to -2.36%. Absent that negative result, 
ATO’s historical sustainable growth averages 4.3%. Value Line projects a 
continuation of negative growth in 2000, and then rise by the 2003-05 period to a 
level near 7%, through an increasing ROE. ATO’s book value growth during the 
most recent five years (4.5%) is expected to remain stable at a 4.5% rate in the 
future. ATO’s earnings per share are projected to increase at a 10.5% (VL) to 7.3% 
(IBES) rate, but its dividends are expected to grow at only a 4% rate, moderating 
long-term growth expectations. Historically ATO’s earnings have shown 5% 
growth, while its dividends increased at a 4.5% rate. Investors can reasonably 
expect a sustainable growth rate higher than that recently established; 5.5% is 
reasonable for this company. 

Regarding share growth, ATO’s shares outstanding grew at approximately a 
19% rate over the past five years, due to a merger-related increase in the number of 
shares outstanding. Since the merger shares have increased at a 2.5% rate. After 
growing at a 2.25% to 2.4% rate through 2001, the number of shares is expected to 
grow at approximately a 3% rate through 2003-05. An expectation of share growth 
of 2.5% for this company is reasonable. 

CGC - Cascade Natural Gas Company - CGC’s sustainable growth rate 
averaged negative 0.67% over the five-year historical period with the company 
paying out more in dividends that it had in earnings in most of those years. IN 
1999, however, the company’s sustainable growth rose to 2.7%. VL projects that 
the retention ratio and ROE will rise through 2003-05, bringing sustainable growth 
near 5.35%. CGC’s book value, which increased at a 1% rate during the most 
recent five years, is expected to increase at a 4% rate in the future, approximating 
the sustainable growth projection. CGC’s earnings per share are projected to 
increase at a 9.5% (VL) to 4.7% (IBES) rate (a relatively wide disparity in eamings 
projections), but its dividends are expected to grow at only a O S %  rate, moderating 
long-term growth expectations. Also, the difference in earnings growth rate 
projections for this company indicates that Value Line’s earnings growth 
projections, which are grounded on a predction of sharply higher ROE’S may not 
be representative of long-term sustainable growth. Historically CGC’s earnings 
grew at a 5.5% rate and its dividends showed 0.5% growth, according to Value 
Line. The projected sustainable growth, earnings and book value growth rate data 
indicate that investors can expect the growth from CGC to be higher in the future 
than has existed in the past. Investors can reasonably expect a sustainable growth 
rate of 4.0% for CGC. 

Regarding share growth, CGC’s shares outstanding grew at approximately 
a 5% rate over the past five years due to an equity issuance in 1996. Since that time 
shares outstanding have grown at less than 0.5% per year. Further, after showing 
no growth in 2000 and 20001, CGC’s growth rate in shares outstanding is 
expected to rise at about a L6% rate of increase through 2003-05. Those 
projections indicate that hture share growth will be well below past averages. An 
expectation of share growth of 1.75% for this company is reasonable. 
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NJR - New Jersey Resources - NJR’s sustainable growth rate averaged 
3.84% over the five-year period. NJR’s average historical sustainable ,orou.th has 
shown steady improvement since 1992, reaching 4.81% in 1999. VL projects, by 
the 2003-05 period, sustainable growth will rise to levels approximating 7.8%. 
NJR’s book value shows a somewhat less dramatic improvement -- book value 
grew at a 2.5% rate during the most recent five years but is expected to rise to a 6% 
rate in the future, accordmg to Value Line. Value Line projects a rate of earnings 
increase for NJR of 8%, while IBES projects 6.6%. Dividends are expected to 
grow at a 2.5% rate, moderating long-term growth expectations somewhat. 
Historically NJR’s earnings grew at a 6% rate while its dividends increased at only 
a 1.5% rate. Therefore, like many other gas distributors, NJR’s earnings can be 
expected to recover rapidly from lower levels experienced in the early 1990~~ but 
will not support dividend increases at the same rate. Investors can reasonably 
expect a long-term sustainable growth rate of 6.5%. 

Regarding share growth, NJR’s shares outstanding grew at a -0.07% rate 
over the past five years. The five-year average level of share growth is expected to 
decrease to approximately O S %  annually through 2003-05. An expectation of share 
growth of -0.25% for this company is reasonable. 

NWNG - Northwest Natural Gas - NWNG’s sustainable growth rate 
averaged 2.58% for the five-year period. Absent the negative results experienced in 
1998, the average growth would be approximately 3.5%. VL expects sustainable 
growth to rise to about a 4.5% level through the 2003-05 period. “ B I G ’ S  book 
value growth is expected to continue to increase at a 4.5%, slightly below the 
historical level of 5%. NWNG’s earnings per share growth is projected to increase 
at a 5.5% (VL) to 4.02% (IBES) rate, but its dividends are expected to grow at only 
a 1% rate, moderating long-term growth expectations. Historically NWNG’s 
earnings and dividends increased at 8.5% and 1% rates, respectively, according to 
Value Line. Investors can reasonably expect sustainable growth from NWNG to 
exceed past averages, a sustainable internal growth rate of 4.5% is reasonable for 
this company. 

Regarding share growth, NWNG’s shares outstanding grew at 
approximately a 3% rate over the past five years. That growth in the number of 
shares is expected by VL to drop to approximately 1.6% through 2003-05. An 
expectation of share growth of 2.5% for this company is reasonable. 

PNY - Piedmont Natural Gas - PNY’s sustainable internal growth rate 
averaged 3.81% over the five-year historical period, but declined below that lexel in 
the most recent year. VL projects PNY’s sustainable growth to rise to a level of 
approximately 5.25% through 2003-05. However, PNY’s book value growth rate 
is expected to continue in the future at the historical level of 6.5%, pointing to 
relative growth rate stability for this company. PNY’s earnings per share are 
projected to increase at 7% to 5.6% (VL & IBES), while its dividends are expected 
to grow at a 4.5% rate, down from a 6% rate, historically. Sustainable growth has 
been relatively consistent for this company and is expected to trend upward 
somewhat in the future close to the 5% level. Dividend growth has been above 5% 
but is expected to fall below the 5% level in the future, therefore, investors can 
reasonably expect a sustainable growth rate of 5.25%, from PNY. 

Regarding share growth, PNY’s shares outstanding grew at a 2% rate over 
the past five years. The level of share growth is expected by VL to drop to 
approximately 1% through 2003-05. An expectation of share growth of 1.5% for 
this company is reasonable. 
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SJI - South Jersey Indus~es  - SJI’s sustainable growth rate has averaged 
only about 1.4% over the most recent five year period (1995-1999): with resulfs in 
1999 dramatically above the historical growth rate level. That higher level of growth 
is expected to be sustained in 2000 and 20001 and to rise to approximately 4.4% by 
the 2003-2005 period. SJI’s book value growth rate is expected to be 4% over the 
next five years-an increase from the 3% rate of growth experienced over the past 
five years. Also, SJI’s earnings per share are projected to increase at a 525% 
(TBES) to 7.5% (VL) rate (due to the increasing size of some profitable unre,aulated 
operations), but its dividends are expected to grow at only 1.5%, moderating 
sustainable growth expectations. Over the past five years, SJI’s earnings grew at a 
1.0% rate while its dividends increased at a 0.5% rate. Investors can reasonably 
expect a sustainable growth rate in the future to be considerably higher than past 
averages, 4.5% is reasonable for for SJI. 

the past five years. The number of shares outstanding is projected by VL to rise at 
approximately a 3% rate through 2003-05. An expectation of share growth of 2% 
for this company is reasonable. 

Regarding share growth, SJI’s shares outstanding grew at a 1.1 % rate over 
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CAPITAL ASSET PRICING MODEL 

There are many reasons why the Capital Asset Pricing Model (CAP-M) should be 

used with caution in estimating the cost of equity capital. The CAPM was originally 

designed as a point-in-time tool for selecting stock portfolios that matched a particular 

investor’s riskheturn preference. Its use in rate of return analysis to estimate multi-period 

return expectations for one stock or one type of stock, rather than a diversified portfolio 

of stocks, takes the model out of the context for which it was intended. Also, questions 

regarding the fundamental applicability of the CAPM theory and the veracity of beta 

have arisen recently in the financial literature. 

Over the past few years there has been much comment in the financial literature 

over the strength of the assumptions that underlie the CAPM and the inability to 

substantiate those assumptions through empirical analysis. Also, there are three 

fundamental problems with the key CAPM risk measure (beta) that indicate that the 

CAPM analysis is not a reliable primary indicator of equity capital costs. The first two 

have been widely known for some time, but the W d ,  and perhaps most damagins 

criticism, has emerged only in the past few years. 

First, cost of capital analysis is a decidedly forward-looking, or ex-ante, concept. 

Beta is not. The measurement of beta is derived completely with historical, or ex-post, 

information. Therefore, the beta of a particular company, because it is usually d e r i w  

with five years of historical data, is slow to change to current (Le., forward-looking) 

conditions, and some price abnormality that may have happened four years ago could 

substantially affect beta while, currently, being of little actual concern to investors. 

Moreover, this same shortcoming which assumes that past results mirror investor I 
I 

expectations for the future plagues the market risk premium in an ex-post, or historically- 

oriented CAPM. 

Second, the beta coefficients for any individual stock have very low “r2’ values 

and, statistically, must be considered relatively poor indicators of company-specific risk. 

The statistical reliRbility of beta is thought to increase when it is used to identlfy the 



riskheturn profrle of a diversified group of stocks. However, that is not the manner in 

which beta is used in regulation, and the low statistical reliability of be& is problematic in 

cost of capital analysis. As a result of the low statistical reliability of beta, differenr 

investor services offer different -- and sometimes widely divergent -- estimates of beta. 

Third, a recent study performed for the Center for Research in Security Prices at 

the University of Chicago Graduate School of Business shows that the assumed 

relationship between beta, risk and return (i-e., beta varies directly with risk and return) 

simply does not exist in the marketplace. As Value Line reported in its Industrv Review 

published in March of 1992: 

‘Two of the most prestigious researchers in the 
financial community, Professors Eugene F. Fama and 
Kenneth R. French from the University of Chicago have 
challenged the traditional relationship between Beta and 
return in a recent paper published by the Center for 
Research in Security Prices. In this study, the duo traced 
the performance of thousands of stocks over 50 years, but 
found no statistical support for the hypothesis that the 
relationship between volatility and return is significantly 
different from random. Indeed, professor Fama concluded, 
‘The fact is that Beta, as the sole variable explaining 
returns on stocks, is dead.’ These findings support previous 
studies that have called into question the real-world 
applicability of the CAPM Beta, including papers by Keim 
(Financial Analysts Journal, 1986), and Roll (Journal of 
Financial Economics, 1977). Never before, however, has 
the lack of a statistically significant relationship between 
beta and return been so rigorously and dramatically 
establhhed.” (Value Line Industrv Review, March 13, 
1992, p. 1-8) 

A graphical summary of the findings published in the Fama and French an ide  

(“The Cross-k&on of Expected Stock Returns,” The Journal of Finance, Vol. XLVU, 

No. 2, June 1992, pp. 427-465) is shown below in Chart I: 
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CHART I. 
MONTHLY STOCK RETURNS v. BETA 

1963-1990 

PREDICTED BY C.A.P.M. 

Graphing monthly returns against the average beta for the different stock 

groupings presented by Fama and French shows that the actual riskheturn relationship 

that has existed over the 1963-1990 period (labeled “actual” in Chart I) is vastly different 

from that predicted by the CAPM theory. For example, Fama and French found that there 

was little difference in the average monthly returns of stocks with high betas (beta = 1.73, 

monthly return = 1.18%) and stocks with low betas (beta = 0.8 1, monthly return = 

1.20%), while the assumption emboQed in the CAPM is that the returns for those types 

of stocks should be substantially different. These findings led the researchers to conclude: 

“In short, our tests do not support the most basic prediction 
of the SIB [ Sharpe-Litner-Black, CAPMI model, that 
average returns are positively related to market Bs.” a., p. 
428) 

Fama and French have continued their investigation of the CAPM since their 

... 
lll 
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1992 article and have postulated that a more accurate CAPM would use two addidonal 

risk measures in addition to beta. Their three-factor CAPM uses relative size as measured 

by market value of the firm’s stock compared to that of the market index and relarive 

book value-to-market value ratio compared to that of the market index as additional 

measures of risk’. The continuing research of F m a  and French indicate that their three- 

factor CAPM is theoretically superior to the “standard” CAPM which relies on betas as 

the sole indicator of relative risk, producing results which more closely mimic historical 

experience. 

However, it is important to note that while those authors tout the superioriq- of 

their three-factor CAPM to the single-beta CAPM on theoretical grounds, they reco_@ze 

that there are sigruficant problems with any tygc,of asset pricing model when it comes to 

using the model to estimate the cost of equity capital. In “Industry Costs of Equit~~.  a 

working paper published by the Center for Research in Security Prices (Revised October 

1996), Fama and French point out quite clearly that the volatility inherent in the historical 

data is such that a cost of equity estimate produced by any asset pricing model - whether 

the traditional CAPM or their three-factor CAPM -- is subject to wide error: 

‘We do not take a stance on which is the right asset 
pricing model. Instead we use both the CAPM and our 
three-factor model to estimate industry costs of equity 
(CE’s). Our goal is to illustrate in detail two problems that 
plague CE estimates from any asset pricing model. 

The first problem is imprecise estimates of risk 
loadings [betas or beta-equivalents for other risk measures]. 
Estimates of CAPM and three-factor risk loadings for 
industries would be precise if the loadings were constant. 
We find however, that there is strong variation through 
time in the CAPM and three-factor risk loadings of 
industries. As a result, if we are trying to measure an 
industry’s current risk loadings and cost of equity, 
estimates from full sample (1963-1994) regressions are not 
more accurate than the imprecise estimates from 
regressions that use only the latest three years of data. And 
industries give an understated picture of the problems that 

Fama and French postulate that f i n  size and book-to-market ratio effectively proxy the risk-mum 
characteristics of earnings-price ratios and sales growth, the latter having been determined to have more 
explanatory power with regard to relative risk and return than beta alone. 

iv 



will arise in estimating risk loadings for individual firms 
and investment projects. 

The second problem is imprecise estimates of factor 
risk premiums. For example, the price of risk in the CAPM 
is the expected return on the market portfolio minus the 
risk-free interest rate, E(Rhl)-Rf. The annualized average 
excess return on the Center for Research in Security Prices 
(CSW) value-weighted market portfolio of NYSE, AMEX 
and NASDAQ stocks for our 1963-1994 sample period is 
5.16%; its standard error is 2.71%. Thus, if we use the 
historical market premium to estimate the expected 
premium, the traditional plus-and-minus-two-standard-error 
interval ranges from less than zero to more than 10.0%. 

Our message is that uncertainty of this magnitude 
about risk premiums, coupled with the uncertainty about 
risk loadings, implies woefully imprecise estimates of the 
cost of equity.” (Fama, French, “Industry Costs of Equity,” 
Center for Research in Security Prices at the University of 
Chicago Graduate School of Business (First Draft March 
1994, Revised October 1996), pp. 1-2) 

While this recently published conclusion as to the imprecision of equity cost 

estimates produced by CAPM-type models does not negate the riskheturn basis of asset 

pricing, it does definitely call for a more accurate measure other than beta (or other risk 

indicators) with which asset returns can bemore reliably indexed. However, unless and 

until such an index is published and widely accepted in the marketplace, CAP-34 cost of 

equity capital estimates should be relegated to a supporting role or informational S ~ ~ L L S .  

Therefore, for the reasons set out above, I use the CAPM for informational pulposs and 

do not rely on that methodology as a primary equity capital cost estimation technique, 

and I recommend that the Commission adopt a similar view toward the CAPM cost of 

equity capital estimates presented in this proceeding. 

V 
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AMOUNT (000,OOO) 

T m e  of Cauital 

Common Equity 

Long-term Debt 

TOTALS 

PERCENTAGE 

Tvue of Capital 

Common Equity 

Long-term Debt 

TOTALS 

AMOUNT (000,000) 

Twe of Cauital 

Common Equity 

Long-term Debt 

Short-term Debt 

TOTALS 

PERCENTAGE 

Tvpe of Capital 

Common Equity 

Long-term Debt 

Short-term Debt 

TOTALS 

$3,675 

?mi!a 
S9.366 

2s 
39.24% 

60.76% 

100.00% 

rn 
$3,746 

$5,411 

sE5 

$10,152 

€225 

36.90% 

53.30% 

980% 

100.00% 

US WEST COMMUNICATIONS 
CAPITAL S T R U C T W  

CONSOLIDATED OPERATIONS 

TELEPHONE OPERATIONS 

m 
$4.085 

$5.665 

$9,750 

22% 

41.90% 

58.10% 

100.00% 

LPPI 
$4.367 

$5.020 

59.387 

Lppz 

46.52% 

53 48% 

1 0 0 . w c  

l.23 

$755 

%8.642 

$9,397 

lpp8 

8.03% 

91.97% 

100.00% 

2.2% m 
$4,050 $4,400 

$5,375 $5,019 

m $&z 
$10,269 $9,916 

mef! lpez 

39.54% 44.37% 

52.34% 50.62% 

812% 5.018 

100.00% 100.00% 

. 
22% 

$4,463 

$5,154 

rn 
$10,406 

1998 

42.89% 

49.53% 

7.58% 

100.00% 

$1.255 S2.827 

510.189 s-.041 

$1 1,444 50.869 

10.97% 3 3 3 %  

70.677~ 89.03% 

1 0 0 . w o  1m.oo% 

$4,720 S4.278 

$5,408 c5.273 

$1.684 5960 

$11,812 51051 1 

39.96% U.73% 

45.78% 5g31q 

14.26% 8.95% 

100.00% fKlBo% 

Data from US WEST 1998 Investor Handbook and 1/26/00 S.E.C. Fom 8-K. 



US WEST COMMUNICATIONS 

CAPITAL STRUCTURE OF TELECOMMUNICATIONS HOLDING COMp,;Lh;IES 

COMPANY 

1 BellAtlantic 

2 Bell South 

3 GTECorp. 

4 SBCCorp. 

5 US WEST 

AVERAGE 

COMMON PREFERRED LONG-TEM SFIORT-TERM EQmx STOCK DEBT DEBT 

43.23% 0.00% 

46.90% 0.00% 

31.53% 0.00% 

54.99% 2.06% 

8.79% 0.00% 

37.09 % 0.41 % 

47.78% 8.99% 

27.78% 25.32% 

40.62% 27.85% 

36.01% 6.94% 

71.10% 20.11% 

44.66 % 17.84% 

AVERAGE W/O USW 44.16% 0 5 2  % 38.05% 17.28% 

Data from Value Line Ratings & Reports, April 7,2000. 



US WEST COMMUNICATIONS 

RATEMAKLhiG CAPITAL STRUCTURE 
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TYPE OF PERCENT COST WT. AVG. 
CAPITAL AMOUNT OFTOTAL , RATE? COSTRATE 

Common Equity $1,015,260 52.43% 

7.39% 3.52% Total Debt $920.981 47.57% 

TOTALS $1,936,241 100.00% 

f Cost rates from USW Exhibit PCC-02 (May 3,2000). 
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US WEST COMMUNICATIONS 
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NET INCOME 

560.000 
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US “EST COMMUNICATIONS 
DCF GROWTH RATE PARAMETERS 

TELECOMMUNICATIONS COMPANIES 

Exhibir-iSGH- 1) 
Schedcl? 4 
Page 1 of9 

COMPANY INTERNAL GROWTH EXTERNAL GRORTii  

RETENTION EQWI.” BOOK VALUE SHARES OUTST SJSARE 
BEL RATIO RETURN I, *, (S/SHARE) (MILLIONS) GR0PI .W 
1995 0.2784 25.4% 7.07% 7.63 875.53 
1996 0.2778 23.4% 6.50% 8.48 - 875.63 
1997 0.3992 29 .C% 11.58% 5.24 1553.00 
1998 0.4338 32.5% 14.10% 8.39 1553.30 
1999 0.4884 30.5% 14.90% 9.80 J553.00 

AVERAGE GROUTTI 10.83% -2.50% 15.41% 
2000 0.5224 29.0% 15.15% 1540.00 -0.84% 
2001 0.5452 29.0% 15.81% 1525.00 -0.91% 

2003-2005 0.6206 26.0% 16.14% 13 .00% 1495.00 -5.765 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

L,rTENTION EQUlTY BOOK V A L E  SHARES OUTST SHARE 
BLS RATIO RETURN @ISHARE) (MILLIONS) GROWTH 
1995 0.3661 18.8% 6.88% 5.95 1988.00 
I996 0.433 1 I9 .O% 8.23% 6.68 1982.00 
1997 0.4894 18.4% 9.00% 7.64 1984.00 
1998 0.5576 20.2% 11.26% 8.26 1950.00 

,I 1, 

1999 0.6200 25.8% 16.00% m lkELm2 
AVERAGE GROWTH 10.27% 2.00% -1.35% 

2000 0.6545 26.0% 17.02% 1883.00 0.00% 
2001 0.6800 26.0% 17.68% 1883.00 0 . w c  

2003-2005 0.7634 26.0% 19.85% 9.50% 1883.00 0 . w c  

COMPANY INTERNAL GROWTH W T R N A L  GROWTH 

FEEN’I’ION 
GTE RATIO 
1995 0.2797 
1996 0.3472 
1997 0.3793 
1998 0.3876 
1999 0.4613 

2000 05117 
2001 0.5586 

2003-2005 0.6746 

AVERAGE GROWTH 

EQUITY 
RETURN 

36.8% 
38.0% 
34.8% 
28.4% 
31.5% 

30.5% 
28.5% 
23 .S% 

,I  11 

10.29% 
13.19% 
13.20% 
I I .01% 
14.53% 
12.45% 
15.61% 
15.92% 
15.85% 

BOOK VALUE SHARES OUTST SK4RE 
($/SHARE) (MILLIONS) G R O W ”  

7.05 975.06 
7.62 963.10 
8.39 958.00 
9.06 968.00 

JJJQ 974.w 
-5.00% -0.03% 

975.00 0.1WC 
975.00 0.05% 

17.00% 975.00 0.02% 
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US WEST COMMUNICATIONS 
DCF GROWTH RATE PARAMETERS 

TELECOMMUNICATIONS COMPANIES 

EXTERNAL GRORT-I COMPANY INTERNAL GROWTH 

R E E X T O N  
SBC K4TIO 
1995 0 4645 
19% 05029 
1997 05109 
1998 05481 
1999 05488 

2000 05739 
2001 0.6077 

2003-2005 0.6595 

AVERAGE G R O W "  

RETURN 
30.2% 
30.7% 
34.0% 
32.2% 
27.8% 

25.5% 
24.5% 
21.5% 

,, 1, 

14.03% 
15.44% 
17.37% 
17.65% 
J2W.32 
15.95% 
14.63% 
14.89% 
14.18% 

BOOK VALUE SHARES OUTST SH2dE 
($/SHARE) (MILLIONS) GROFtTH 

5.13 121 8.70 
5.70 1199.70 
5.38 1837.30 

1959.30 6.52 
3395.40 

-1.00% 29.205; 
3400.00 0.145 
3400.00 0.075 

17.50% 3400.00 0.035 

EXTERNAL GR0bT-I COMPANY INTERNAL GROWTH 

RETBCTON 
usw RATIO 
1995 0.0894 
1996 0. i 230 
1997 0.1 673 
1998 C.2914 
1999 03456 

2000 03706 
2001 0 4137 

2003-2005 0.6492 

AVERAGE GROFCTH 

E Q W  
RETURN 

31.8% 
29.7% 
25 .o% 
NMF 
NMF 

NMF 
NMF 
41 .o%o 

2.84% 
3.65% 
4.1 8% 
NMF 
N m  
3.56% 
NMF 
NMF 

26.62% 

BOOK VALUE SHARES OUTST SHARE 
($/SHARE) (MILLIQNS) GROFSTH 

7.34 473.64 
8.15 480.46 
8.66 485.06 
1.50 502.90 
248 505.70 

1.65% 
506.00 0.065 
507.00 0.135 

23.50% 510.00 0.17% 

Data from Value Line. R a g s  & Reports, April 7,2000. 



US WEST COMMUNICATIONS 
DCF GROWTH RATE PARAMETERS 

INSURANCE COMPANIES 

COMPANY INTERNAL GROWTH , EXTERNAL G R O A T 4  

RETEEiTION EQUITY BOOKVALUE SHARESOUTST S K W  
(SISHARE) (MILLIONS) GROWTH ., (1 BIUY RATIO RETURN 

1995 0.8325 06.5% 5 41% 23.50 30.25 
1996 0.8633 
1997 0.8467 
1998 0.7330 
1999 1.5714 

2000 0.5840 
2001 0.6267 

2003-2005 0.7778 

AVERAGE GRORTH 

10.3% 8.89% 25.13 
10.5% 8.89% 28.72 
06.8% 4.98% 28.79 
NIVE ma? 

7.04% 9.00% 
04.5% 2.63% 
05.5% 3.45% 
08.5% 6.61% 2.00% 

29.45 
29.51 
26.50 
m 

4.CeK- 
24.75 -:.:25 
24.00 -0.505 
24.00 -1.2852 

COMPANY J " A L  GROWTH EXTERNAL GROPITA 

RETEhTiON 
CB RATIO 
1995 0.7506 
1996 0.6087 
1997 0.7358 
1998 0.7041 
1999 0.6339 

2000 0.6267 
2001 05944 

2003-2005 0.6818 

AVERAGE GROR'IR 

E Q m  
RETURN 

13.2% 
08.9% 
13.6% 
12.5% 
09.9% 

10.0% 
09 . W O  

10.0% 

BOOKVALUE SHARESOUTST SKIRE 
., ,I (SISHARE)  (MILLIONS) GR0QT-I 

9.91% 30.17 174.42 
5.42% 31.24 174.86 
10.01% 33.64 168.72 
8.80% 34.78 162.27 
6.28% 35.74 176.21 
8.08% 8.50% 0.265 
6.27% 170.00 -3525  
5.35% 170.00 -1.785 
6.82% 9.00% 160.00 -1.915 

COMPANY INTERNAL GROWTH EXTERNAL GROATA 

RETENTION E Q U I "  BOOK VALUE SHARES OUTST SKiRE 
CINF RATIO RETURN (%/SHARE) (MILLIONS) GROF;IH 
1995 0.6767 08.5% 5.75% 15.91 167.13 

,t I, 

1996 0.6260 
1997 0.6893 
1998 05960 
1999 05526 

2000 05778 
2001 05579 

2003-2005 05789 

AVERAGE GROR'IH 

07 .o% 4.38% 
06.3% 4.34% 
04.3% 2.56% 
04.7% 23Q% 

3.93% 
04.5% 2.60% 
05 .O% 2.79% 
07 .Wo 4.05% 

19.02 166.91 
28.30 166.69 
33.72 168.68 
2uG ELc!2 

21 4.75 
158.50 -2.175 
155.00 -219% 

15.00% 150.00 -1535 



US WEST COMMUNICATIONS 
DCF GROWTH RATE PARAMETERS 

INSURANCE COMPANIES 

COMPANY I " A L  GROWTH EXTERNAL GR0P;ITI 

RETEhiTION 
OCAS UTI0 
1995 0.4328 
19% 0.4203 
1997 0.5602 
1998 0.3623 
1999 0.4682 

AVERAGE GROWEI 
2000 -0.3143 
2001 0.0800 

2003-2005 05840 

E Q m  
RETURN 
08.6% 
08.3 % 
09.9% 
07.0% 
09.2% 

04.0% 
05.5% 
11.5% 

BOOK VALUE SHARES OUTST SHARE 
,, I, ($/SHARE) (MILLIONS) GROFSTH 
3.72% 15.69 70.79 
3.49% 16.72 
5.55% 19.55 
2.54% 21.12 
m 
3.92% 11 .00% 
-1.26% 
0.44% 
6.72% 1.50%0 

70.28 
67.24 
62.54 
60.08 

-4.02% 
60.00 4.13% 
60.00 -0.07% 
60.00 -0.03% 

COMPANY I " A L  GROWTH EXTERNAL GRORTH 

PEENTION 
SAM: RATIO 
1995 0.6782 
19% 0.6810 
1997 0.6639 

1999 0.2356 

2000 O.oo00 
2001 0.2300 

2003-2005 0.4776 

1998 0.4683 

AVERAGE GROWTH 

EQUITY 
RETURN 
10.0% 
10.7% 
07.6% 
055% 
05.4% 

I,  1, 

6.78% 
7.29% 
5.05% 
2.58% 

4.59% 
0.00% 
1.15% 
4.06% 

BOOKVALUE SHARESOUTST SHARE 
($/SHARE) (MILLIONS) GRORTH 
31.61 125.98 
32.58 126.3 1 
44.63 141.20 
40.9 136.30 
335 J2l-BQ 
15.00% 057% 

127.00 -I ,475 
125.00 -152% 

4.50% 120.00 -1.42% 

COMPANY LhTERNAL GROWTH EXTERNAL GROATH 

RETENTiON EQUITY BOOK VALUE SHARES OUTST S H W  
SPC RATIO RETmm ($/SHARE) (MILLIONS) GRO~'TH 
1995 0.721 8 14.0%0 10.11% 22.1 1 168.18 

1. 11 

19% 0.7115 
1997 0.7572 
1998 05619 
1999 0.69 16 

2000 0.6 109 
2001 0.6300 

2003-2005 0.6925 

AVERAGE G R O W "  

13.9% 9.89% 23.97 
16.7% 12.64% 27.53 
06.8% 3.82% 30.48 
115% 286H 

8.88% 12.50% 
09.070 5.50% 
09.0% 5.67% 
105% 7.27% 5 .oc% 

166.40 
167.46 
233.75 
ii!&La 

752cc 
220.00 -2145 
215.00 -220% 
205.00 -1.83% 
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US WEST COMMUNICATIONS 
DCF GROWTH RATE PARAMETERS 

INSURANCE COMPANIES 

COMPANY INTERNAL. GROWTH EXTERNAL GROAT" 

RETENTION 
SIGI RATIO 
1995 0.6906 
1996 0.6989 
1997 0.7533 
1998 0.6782 
1999 0.6828 

2000 0.6250 
2001 0.6343 

2003-2005 0.7382 

AVERAGE GROR'TH 

E Q m  
RETURN 

12.1% 
11.7% 
12.3% 
08.8% 
09.4% 

07.5% 
08.0% 
10.0% 

BOOK VALUE SHARES OUTST S H a  
n 1, ($ISHARE) (MILLIONS) GRORTH 

8.36% 15.15 28.83 
8.18% 16.31 
9.27% 19.16 
5.97% 21.30 
642% 2Mi 
7.64% 1 1 .00% 
4.69% 
5.07% 
7.38% 6.50% 

29.09 
29.51 
28.52 

-2.035 
26 .OO -2.115 
26 .00 -1.06% 
26.00 -0.435 

COMPANY KNTERNAL GROWTH EXTERNAL GROATd 

R E E " I 0 N  EQUITY BOOKVALUE SHARESOUTST SK;1RE 
., ,t TRH RATIO RETURN 

1995 0.9269 13.3% 12.33% 
1996 0.9287 13.6% 12.63% 
1997 0.9274 13.7% 12.71% 
1998 0.9399 15.4% 14.47% 
1999 0.9148 11.6% 10.61% 

AVERAGE GROWTH 12.55% 
2000 0.91 13 11.0% 10.02% 
2001 0.9083 11 .o% 9.99% 

2003-2005 0.921 1 12.0% 11.05% 

- WSHARE) 
28.72 
32.95 
38.36 
46.45 
47.3 

17.50%0 

14.00% 

(MILLIONS) GRORTH 
34.42 
34.52 
35.36 
34.67 

0.275 
34.80 0 . w c  
34.80 0 . w c  
35 .00 0.115 

COMPANY INTERNAL GROWTH EXTERNAL GROATH 

RETENTION EQUITY BOOK VALUE SHARES OUTST SHARE 
AIG RATIO RETURN ($/SHARE) (MILLIONS) GRORTH 
1995 0.9365 12.4% 11.61% 9.9 1 2000.50 

,, I, 

19% 0.9384 
1997 0.9408 
1998 0.9372 
1999 0.9404 

% 2000 0.9388 
2001 0.9404 

2003-2005 0.9375 

AVERAGE GROWTH 

i2.9% 12.10% 
13.7% 12.89% 
13.7% 12.84% 
14.7% 13.82% 

12.65% 
15.3% 14.36% 
15.5% 14.58% 
14.5% 13.59% 

11.13 1980.50 
1967.40 12.2 

13.78 1968.20 . 
U a  23 23.70 
13.00% 

2325.00 
2325.00 

12.00% 2400.00 

I U  

3.825 
0.05% 
0.035 
0.6% 



US WEST COMMUNICATIONS 
DCF GROWTH RATE PARAMETERS 

INSURANCE COMPANIES 

COMPANY I ” A L  GROWTH EXTERNAL GROWTH 

RETENnON 
UNIT RATIO 
1995 0.4652 
1996 03750 
1997 0.4059 
1998 03367 
1999 0.2784 

2000 0.1 176 
2001 0.2889 

2003-2005 0.3333 

AVERAGE GROWTH 

E Q W ”  
RETURN 

09.9% 
09.0% 
09.9% 
08.4% 
08.5% 

07.5% 
09.5% 
11 .wo 

I, .I 

4.61% 
338% 
4.02% 
2.83% 

3.44% 
0.88% 
2.74% 
3.67% 

BOOK VALUE SHARES OUTST SHARE 
($ISHARE) (MILLIONS) GROFCTH 

19.80 76.98 
19.82 74.68 
20.39 75.17 
23.99 75.98 
Xl2 70.99 
3.50% -2.005 

69.00 -2.805 
68.00 -2.135 

3 . m o  66.00 -1.455 

Data from Value b e  Ratings & Reports, March 31 and June 2,2000. 

c 
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US WEST COMMUNICATIONS 
DCF GROWTH RATE PARAMETERS 

GAS DISTRJBUTION COMPANIES 

COMPANY INTERNAL GROWTH EXTERNAL GROP-I" 

RETENTION 
ATG RATIO 
1994 0.2180 
1995 0.2263 
1996 0.2117 
1997 0.2340 
1998 -0.1868 

AVERAGE GROWTH 
1999 0.0609 
2000 0.1360 

2002-2004 0.3030 

RETURN 
12.5% 
12.1% 
11.3% 
11.3% 
07.9% 

10.0% 
10.5% 
12.5% 

,I ., 

2.73% 
2.74% 
2.39% 
2.64% 
-1.48% 
1 .XWo 
0.61% 
1.43% 
3.79% 

BOOK VALUE SHARES OUTST S K m  
($/SHARE) (MIUIONS) GROPiTH 

10.12 55.02 
10.56 55.70 
10.99 56.60 
11.42 57.30 
lL22 
2.50% 0.93% 

56.70 -0.70% 
56.70 -0.50% 

3 .oo% 57.00 -0.04% 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RE'ENlTON 
AT0 RATIO 
1994 0.2459 
1995 03642 
1996 0.2463 
1997 0.4239 
1998 -03580 

AVERAGE GROWTH 
1999 -0.2667 
2000 03444 

2002-2004 0.4375 

EQUITY 
RETURN 

11.9% 
13.9% 
12.0% 
14.9% 
06.6% 

07.5% 
14.5% 
15.5% 

$9 1, 

2.93% 
5.06% 
2.96% 
6.32% 
2.36% 
2.98% 
-2.wo 
4.99% 
6.78% 

BOOKVALUE SHARES OUTST S K m  
($/SHARE) (MILLIONS) GROP;?H 

10.2 15.52 
10.75 16.02 
11.04 29.64 
12.21 30.40 

4.50% 19.125 
32.00 2.40% 
32.70 2.299 

4.50% 36.50 3.158 

.L!m 3l25 

COMPANY INTERNAL GROWTH EX'ERNAL GRORATH 

R?ZENTION 
CGC RATIO 
1994 -0.2000 
1995 -0.8462 
1996 -0.0323 
1997 5.1429 
1998 0.2258 

1999 0.2615 
2000 03071 

2002-2004 0.41 18 

AVERAGE G R O W "  

EQUITY 
RETURN 

08.1% 
03.5% 
09.1% 
08.3% 
12.wo 

125% 
13.0% 
13.0% 

.1 " 

- 1.62% 
-2.96% 
-0.2wo 
-1.1% 
Ul%? 
-0.67% 
3.27% 
3.99% 
5.35% 

BOOKVALUE SHARES OUTST SK4RE 
($/SHARE) (MLLLIONS) GROAT< 

9.76 9.14 
10.09 10.79 
10.16 10.97 
10.07 1 1 .os 
w 1105 
1 . w o  4.858 

11.05 0 . W C  
11.05 D . W C  

4.wo 12.00 1.55% 



Exhibi:j 5 GH- 1 ) 
Scneduie 4 
Page S of 9 

US WEST COMMUNICATIONS 
DCF GROWTH RATE PARAMETERS 

GAS DISTRIBUTION COMPANLES 

COMPANY INTERNAL GROWTH EKERNAL GROAT3 

RETENTION EOUITY BOOKVALUE SHARES OUTST S E W  . 
1, I, ($/SHARE) (MILLIONS) GROA?fI NJR RATIO RETURN 

1994 0.2124 13.1% 2.78% 14.55 17.79 
1995 0.2476 13.5% 3.34% 15.15 18.08 
1996 0.2793 14.3% 3.99% 15.57 17.88 
1997 0.2961 14.4% 4.26% 16.33 17.81 

1998 0.3253 14.8% e 
1999 0.3509 15.0% 5.26% 17.50 -1.35% 
2000 0.3825 15.5% 5.93% 17.25 -1.395 

AVERAGE GROWTH 3.84% 2.5090 -0.075 

2002-2004 0.4865 16.0% 7.78% 6.00% 17.25 -@.MCn 

COMPANY INTERNAL GROWTH EXTERNAL GROWIH 

RETENTION 
"G RATIO 

1994 0.2671 
1995 0.3909 
1996 0.3 125 

1998 0.2765 

1999 0.3111 
2000 03421 

2002-2004 0.4348 

1997 -0.1961 

AVERAGE GROWTH 

11 ,1 

E Q W  
RETURN 

10.9% 2.91% 
12.7% 4.96% 
11 .O% 3.44% 
06.090 -1.18% 
10.0% 226% 

2.58% 
1o.wo 3.1 1% 
10.0% 3.42% 
10.5% 457% 

BOOKVALUE SHARESOUTST S H A F S  
( S J S H A R E )  (MILLIONS) GRORTB - 

14.55 22.24 
15.37 22.56 
16.02 22.86 
16.59 24.85 

5 .wo 2925; 
25.25 1.20% 
25.60 1.295 

4.5090 27 .OO 159% 

rn x!s 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EOUiTY BOOK VALUE SHARES OUTST S H A R E  
PNY RATIO m R N  e1 11 ($/SHARE) (MILLIONS) GROqTH 
1994 0.2483 11.4% 2.83% 12.31 28.84 
1995 0.3114 
1996 0.3459 
1997 0.3469 
1998 0.2688 

1999 0.3048 
2000 0.3333 

2002-2004 0.4036 

AVERAGE GROWTH 

12.6% 3.92% 13.07 
13.1% 4.53% 13.9 
13.2% 4.58% 14.91 

3.81% 6.50% 
11.8% LEZ? L a  

12.5% 3.81% 
12.5% 4.17% 
13.0% 5.25% 6.50% 

29.55 
30.19 
30.74 
2 U Q  

2.07% 
31 .SO 0.645 
31.75 0.725 
33 .oo 1 .M% 



US WEST COMMUNICATIONS 
DCF GROWTH RATE PARAMETERS 

GAS DISTRIBUTION COMP-S 

COMPANY INTERNAL GROWTH EXTERNAL GRO%TH 

RETENTION 
SJI RATIO 
1994 0.1273 
1995 0.1529 
1996 0.1579 
1997 -0.1250 
1998 0.2836 

1999 0.3209 
2000 0.3422 

2002-2004 0.3846 

AVERAGE GROWTH 

EQUlTY 
RETURN 

11.2% 
10.6% 
10.6% 
08.2% 
11.5% 

11.5% 
11.5% 
11.5% 

BOOK VALUE SHARES OUTST SI€= 
,, .I ($/SHARE) 

1.43% 14.67 
1.62% 16.06 
1.67% 16.11 
-1.03% 15.7 

1.39% 3 .oo% 
3.69% 
3.94% 
4.42% 4.00% 

u @ Z  1c! 

(MILLIONS) GRORTH 
10.72 
10.76 
10.77 
10.78 
lu! 

1.105 
1 1.55 3.135 
12.00 -- 
13.00 3.035 

? 

Data from Value Line Ratings & Reports, March 24,2000. 
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US WEST COMMUNICATIONS 

DCF GROWTH RATES 
TELECOMMUNICATIONS COMPANIES 

- BEL 10.50% + -0.25% ( 4.31 - 1) - 

BLS 10.50% + -0.25% ( 4.89 - 1) - 

GTE 11.25% + 0.00% ( 4.19 - 1) - 

SBC 11 .oo% + 0.00% ( 4.05 - 1) - 
usw 8.25% + 0.00% ( 13.56 - I) - 

- 

- 

- 

- 

Average Market-to-Book Ratio? = 4.36 

BEL = BellAtlantic 
BLS = BeifSouth 
GTE = GTECorp. 
SBC = SBC C~mmuniciiti~ns Inc. 

USW = US WEST, Inc 

10.09% 

10.01% 

11 3% 

11 . w o  

8.25% 

f excludes consideration of USWs market-to-book ratio 
g*= expected growth in number of shares outstanding 



I COMPANY br + sv 

\-due Line Projected Analysts' Value Line Historic & VL 5 - \ ~  COiUDOUd Hist. 
E s B l l s s w s  

I BEL 

BLS 

GTE 

SBC 

W W  

AVERAGE5 

10.09% 

10.01% 

1 1.25% 

11.008 

825% 

10.12% 

E*oir-(SGH- 1) 
S=h&e 5 
Page2of6  

US WEST COMMUNICATIONS 

GROWTH RATE COMPARISON 
TELECOMMUNICATIONS COMPANIES 

Analysts' 

m s D p s s w s  
11.00% 3.00% 13.00% 

13.0050 2.50% 9.50% 

1150% 0.50% 17.00% 

1!5@5c 5.50% 17.50% 

13.005 O.GO% 23.50% 

12.005 2.30% 16.10% 

10.13% 

ms 
11.39% 

11.38% 

1 1 .go% 

12.99% 

10.96% 

7.50% 2.50% -250% 

1150% 1.00% 2.00% 

6.504 1.00% -5.00% 

10504 4.00% -1.00% 

- - - 
9.034 2.13% -1.63% 

3.17% 

&7J& 

6.56% 

7.27% 

6.20% 

8.71% 

10.91% 

7.93% 

E E i D P S B V P S  
11'54% 2.71% 7.59% 

14.46% 1.378 7.39% 

8.089 0.ooS;O 12.76% 

8.21% 3 3 %  1251% 

7.679 -12.57% 

9.99% 1.49% 5.54% 

5.6770 



COMPANY 

B U Y  

CB 

CINF 

OCAS 

SAFC 

Spc 

SIGI 

TRH 

AIG 

UNlT 

- br 

7.00% 

8.00% 

10.75% 

7.75% 

9.00% 

8.25% 

8.25% 

10.75% 

i3.00% 

7.75% 

+ 

E?&ib11-( SGH- 1) 
Schedule 5 
P q e  3 of 6 

US M’EST COMMUNICATIONS 

DCF GROWTH RATES 
INSURANCE COMPANIES 

-1.50% ( 0.88 - I) 

-0.25% ( 1.73 - I) 

-1.00% ( 1.12 - 1) 

-0.25% ( 0.71 - 1) 

-0.25% ( 0.68 - 1) 

0.00% ( 1.21 - 1) 

-0.75% ( 0.86 - 1) 

0.15% ( 1.60 - 1) 

0.50% ( 7.22 - 1) 

-1.50% ( 1.35 - 1) 

Average Market-to-Book Ratio = 1.73 

BKLY 
CB 

CINF 
OCAS 
SAFC 

SPC 
SIGI 
TRH 
AIG 

UNIT 

g*= expected growth in number of shares outstanding 

W. R. Berkley Corp. 
Chubb Corporation 
Cincinnati Financial Cop.  

SAFECO Corporation 
St Paul Companies, Inc. 
Selective Insurance Group, Inc. 
Transatlantic Holdings Inc. 
Amer International Group, Inc. 
Unitrin 

Ohio casualty cop 

0 4. 

7.18% 

7.82% 

10.63% 

7.82% 

9.08% 

8.25% 

8.35% 

10.84% 

16.11% 

7.23% 



US WEST COMMUNICATIONS 

COMPANI 

BICLY 

CB 

CINF 

OCAS 

SAFC 

SPC 

SIGI 

TRH 

AIG 

UNIT 

AVERAGES 

Exhibit-(SGH- 1) 
Schxlule 5 
P,a? 4 of 6 

GROWTH RATE COMPARISON 
INSURANCE COMPANIES 

br+sv 
7.18% 

7.82% 

10.63% 

7.82% 

9.08% 

8.25% 

8.35% 

10.84% 

16.11% 

7.23% 

9.33% 

Value Line Proiected Analyst's Value Line Historic 
E!s E I l s m m  F l 3 s m m  

2.00% 5.50% 2.00% 

6.504 7.00% 9.00% 

11.50% 1050% 15.00% 

7.004 3.00% 1.50% 

7.006 12.50% 4.50% 

4.008 4.00% 5.00% 

5.00% 3.50% 6.50% 

9.004 12.00% 14.00% 

13.00% 1350% 12.00% 

10.50% 650% 300% 

7.559 7.80% 7.25% 

7.53% 

14.00% 

11.78% 

10.00% 

10.00% 

9.38% 

10.07% 

9.00% 

9.00% 

14.30% 

- n/a 

10.84% 

5.50% 1150% 9.00% 

6.00% 8.00% 8.50% 

7.50% 1250% 21.50'3 

3.002 4.50% 11.00% 

4.00% 9.00% 15.00% 

1150% 7.00% 1250'3 

15.00% 0.50% 11.00% 

2050% 1550% 1750% 

15.00% 1350% 13.Qo8 

8.50% 15.00% 3.50% 

9.65% 9.70% 12254 

1053% 

Analyst's 
&vL 5-\T Compound Hist. 
AvGS 

7.07% 

8.11% 

12.64% 

5.71% 

8.77% 

7.72% 

7.21% 

13.93% 

13.47% 

7.83% 

9.25% 

mREisvps  
-8.13% 10.20% 0.96% 

-0.93% 7.39% 4.78% 

6.24% 12.06% 1751% 

-12.184; 3.905% 3.68% 

-13.90% 8.027~ 1.20% 

-0.64% 6 2 6 %  6.51% 

-2.44% 1.39% 7.75% 

8.47% 12.74% 13.42% 

14224; 13.407~ 10.05% 

-1.89% 8.458 4.01% 

-1.12% 8.38% 6.99% 

4.75% 



COMPANY 

ATG 

ATO 

CGC 

NJR 

"G 

PNY 

SJI 

"16- 

- br 

3.75% 

5.50% 

4.00% 

650% 

450% 

5.25% 

450% 

ErSbit-(SGH- 1) 
Scheavie 5 
P2ge 5 of 6 

US WEST COMMUNICATIONS 

DCF GROWTH RATES 
GAS DISTRIBUTION COMPANIES 

0.25% (( 1.39 + 1)/2-1) 

2.50% (( 1.39 + 1)Q-l) 

1.75% (( 1.64 + 1)/2-1) 

-0.25% (( 2.25 + 1)/2-1) 

2.50% (( 1.19 + 1)/2-1) 

1.50% (( 1.72 + 1)/2-I) 

2.00% (( 1.44 + 1)/2-1) 

Average Market-&Book Ratio = 1.57 

ATG 
ATO 
CGC 
NJR 

NWNG 
PNY 

SJI 
0.00% 

AGL Resources 
Amos Energy Corporation 
Cascade Natural Gas Corporation 

New Jersey Resources Corp. 
Northwest Natural Gas Co. 
Piedmont Natual Gas Company 
South Jersey Industries, k. 

NUI Corp. 

g*= expected growth iL nnxnber of shares outstanding 

c cc 

x 
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E P S D P S B V P S  COMPANY 

ATG 

AT0 

CGC 

NJR 

"G 

PNY 

SJI 

AVGS. Eps DPS 

AVERAGES 

US WEST COMMUNlCATIONS 

GROWTH RATE COMPARISON 
GAS DISTRIBUTION COMPANIES 

Analyst's 

br + sv 

3.80% 

5.99% 

4.56% 

6.34% 

4.74% 

5.79% 

4.94% 

- 

5.17% 

5.00% 1.00% 3.00% 

10.50% 4.00% 4.50% 

9.50% 0.50% 4.00% 

8.00% 2.50% 6.00% 

5.50% 1.00% 4.50% 

7.00% 4.50% 6.50% 

7.50% 1.50% 4.00% 

7.57% 2.14% 4.64% 

4.79% 

Eps 
5.37% 

7.33% 

4.61% 

6.63% 

4.02% 

5.57% 

5.25% 

5.55% 

E P S D P S E T S  

2.00% 1.00% 2.50% 

5.00% 4.50% 4.50% 

5.50% 0.50% 1.00% 

6.00% 1.50% 2.50% 

8.50% 1.00% 5.00% 

6.03% 6.00% 6.50% 

1.00% 0.50% 3.00% 

4.86% 2.14% 3.57% 

3.52% 

2.84% 

5.76% 

3.67% 

4.73% 

4.22% 

6.01 % 

3.25% 

4.35% 

-2.875 0.76% 3.47% 

-5.90% 4.38% 3.13% 

10.20% 0.03% 1.18% 

6.55% 250% 3.94% 

2.26% 1.03% 4.35% 

7.69% 6.02% 6.35% 

5.44% O X %  4.29% 

3.34% 3.13% 3.82% 

3.10% 



Exbibit-6 GH- 1 ) 
Schedule 6 
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US WEST COMMUNICATIONS 

STOCK PRICE, DIVIDENDS, MELDS 
TELECOMMUNICATIONS COMPANIES 

AVG. STOCK PRICE 
COMPANY 5/ 1/OO-6/8/OO 

(PERSHARE) 

BEL $53.66 

BLS $46.73 

GTE $63.69 

SB C $43.92 

usw $73.23 

* 

ANNUALIZED 
DIVIDEND 
(PER SHARE) 

$1.70 

$0.76 

$1.88 

$1.02 

$2.14 

*Dividend increase expected in next quarter. Current dividenL multipliec 

AVERAGE 

by (l+g), derive( 

DIS’IDEND 
YIELD 

3.16% 

1.63% 

2.95% 

23i% 

2.92% 

2594 

in Schedule 4. 



COMPANY 

BIUY 

CB 

CINF 

OCAS 

SAFC 

SPC 

SIGI 

TRH 

AIG 

UNIT 

Exhibit-( SGH- 1) 
Schdule 6 
? q e  2 of 3 

US WEST COMMUNICATIONS 

STOCK PRICE, DIVIDENDS, YIELDS 
INSURANCE COMPANIES 

AVG. STOCK PRICE ANNUALIZED 

(PER SHARE) (PER SHARE) 
j/l/00-6/8/00 DIVIDEND 

$2 1.63 

$65.90 

$39.75 

$13.32 

$0.52 

$1.32 

$0.76 

$0.92 

$22.73 * $1.55 

$36.63 $1.08 

$18.99 $0.60 

$86.04 $0.50 

$115.45 $0.14 

$32.47 $1.50 

AVERAGE 

DISTDEND 
MELD 

3.40% 

9.00% 

1.91% 

6.9 1% 

6.81% 

2.95% 

3.16% 

0.58% 

0.12% 

d.62% 

3.15% 

*Dividend increased by (f+g). 
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S&=dule 6 
Page 3 of 3 

US WEST COMMUNICATIONS 

STOCK PRICE, D W - S ,  YIELDS 
GAS DISTRIBUTION COMPANIES 

AVG. STOCK PRICE ANNUALIZED Dn-IDEND 
5/1/00-6/8/00 DIVIDEND I T Z D  COMPANY 

(PER SHARE) (PER SHARE) 

ATG $16.64 

AT0 $16.53 

CGC $16.95 

NJR $39.70 

" G  $21.44 

PNY $28.89 

SII $26.00 

$1.08 

$1.14 

$0.96 

$1.72 

$1.24 

$1.46 

$1.46 

6.49% 

6-90% 

5.664 

4.33% 

5.78% 

5 -05 % 

5.61% 

AVEUGE 5-69 t/c 
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.I 

US WEST COMMUNICATIONS 

DCF COST OF EQUrrY CAPITAL 
TELECOMMUNICATIONS COMPANIES 

DIVIDEND YIELD GROWTH RATE DCF COST OF 
Schedule 6 Schedule 5 EOTJTIT- C.4PITAL COMPANY 

BEL 

BLS 

GTE 

SBC 

usw 

3.16% 

1.63% 

2.95% 

2.31% 

2.92% 

10.09% 

10.01% 

11.25% 

11 .oo% 
8.25% 

1 3 3 %  

11 64% 

14.20% 

1331% 

11.17% 

AVERAGE 13.71 % 

STANDARD DEVIATION 136% 
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US WEST COMMUNICATIONS 

DCF COST OF EQUITY CAPlTAL 
INSURANCE COMPANIES 

DIVIDEND YIELD GROWTH RATE 
COMPANY Schedule 6 Schedule 5 

BKLY 

CB 

CENF 

OCAS 

SAFC 

SPC 

;- 

SIGI 

TRH 

AIG 

UNIT 

2.40% 

2.00% 

1.91% 

6.91% 

6.81% 

2.95% 

3.16% 

0.58% 

0.12% 

4.62% 

7.18% 

7.82% 

10.63% 

7.82% 

9.08% 

8.25% 

8.35% 

10.84% 

16.11% 

7.23% 

AVERAGE 

STANDARD DEVIATION 

DCF COST OF 
E O L m  CAPITAL 

959% 

9.82% 

1255% 

11.73% 

15.89% 

1 1 2 W O  

1151% 

11 -42% 

1623% 

11.85% 

l2M% 

236% 
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US WEST COMMUNICATIONS 

DCF COST OF EQUITY CAPITAL 
GAS DISTRIBUTION COMPANIES 

DIVIDEND YIELD GROWTH RATE 
COMPANY Schedule 6 Schedule 5 

ATG 

AT0 

CGC 

NJR 

NWNG 

PNY 

SJ-I 

6.49% 

6.90% 

5.66% 

4.33% 

5.78% 

5.05% 

5.61% 

3.80% 

5.99% 

4.56% 

6.34% 

4.74% 

5.79% 

4.94% 

AVERAGE 

STANDARD DEVIATION 

DCi COST OF 
E o L m -  CAPITAL 

1029% 

12.88% 

1022% 

10-68% 

1052% 

10.85% 

1055% 

1086% 

0.92 VG 
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US WEST COMMUNICAI?ONS 

CAPM COST OF EQUITY CAPITAL 
TFLECOMMUNICATIONS COMPAhES 

k = rf + B (MI - rf) 

[rfJ* = 6.05% 
[rm - rfli = 7.40% (geometric mean) 
[rm - rfJ? = 9.40% (arithmetic mean) 

average beta = 0.81 

k = 6.05% f 0.81 (7.40%/9.40%) 
k = 6.05% + 5.99%/7.61% 
k = 12.04% / 13.66% 

Midpoint = 12.85% 

*Risk-free rate average of current T-Bill(5.92%) and T-Bill futures (6.17%) rates [5.92%+6.174L-6.05%]. 
T-Bill futures rate at December 2000, from Wall Street Journal, June 8,2000, p. C18. 

Current T-Bill yield, six-week average yield from Value Line Selection & Opinion (4/28/00-6/2/00) 
?Geometric and arithmetric market risk premiums from Ibbotson Associates 1999 SBBI Yearbook p. 33. 
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US WEST COMMUNICATIONS 

CAPM COST OF EQUITY CAPITAL 
I N S W C E  COMPANlES 

k = rf+ €3 (rm - rf) 

[a* = 6.05% 
[rm - rfli = 7.40% (geometric mean) 
[nn - rfJ? = 9.40% (arithmetic mean) 

average beta = 0.90 

k = 6.05% + 0.90 (7.40%/9.40%) 
k = 6.05% + 6.66%/8.46% 
k = 12.71% / 14.51% 

Midpoint = 13.61% 

*Risk-free rate average of current T-BiIl(5.92%) and T-Bill futures (6.17%) rates [5.92%+6.178/2=6.05%]. 
T-Bill futures rate at December 2000, from Wall Street Journal, June 8,2000, p. C18. 
Current T-Bill yield, six-week average yield from Value Line Selection & Opinion (4 /28/~ /2 /00)  
-/'Geometric and arithmetric market risk premiums from Itrbotson Associates 1999 SBBI Yearbook p. 33. 



US WEST COMMUNICATIONS 

CAPM COST OF EQUITY CAPITAL 
GAS DISTRlBUTION COMPANIES 

k = rf + B (rm - rf) 

[a* = 6.05% 
[rm - rfl$ = 7.40% (geometric mean) 
[rm - rfl$ = 9.40% (arithmetic mean) 

average beta = 0.57 

k = 6.05% + 0.57 (7.40%/9.40%) 
k = 6.05% + 4.23%/5.37% 
k = 10.28% / 11.42% 

Midpoint = 10.85% 

Exhibit-( SGH- 1) 
Schedule 8 
Page 3 of 3 

c 

*Risk-free rate ave%oe of current T-Bill(5.92%) and T-Bill futures (6.17%) rates [5.92%+6.17%/2=6.05%]. 
T-Bill futures rate at December 2000, from Wall Street Journal, June 8,2000, p. C18. 
Current T-Bill yield, six-week average yield from Value Line Selection & Opinion (4/28/00-6/2/00) 
$Geometric and arithmetric market risk premiums from Ibbotson Associates 1999 SBBI Yearbook, p. 33. 



US WEST COMMUNICATIONS 

PROOF 

If book value exceeds market price, 
the market-to-book ratio is less than 1 .O, 

and the earnings-price ratio exceeds the cost of capital. 

MP = market price 
BV = book value 

i = cost of equity capital 
r = earned return 
E = earnings 

E 
1. At M P =  BV, i = r = ~ p  

ExhibitJSGH-1) 
Schedule 9 

2. E = rBV. 

E rBV 
3. Then,Mp = ~ p  . 

BV 
4. When BV > M P ,  i.e., ~p >1, then, 

E E rBV BV 
a. Mp >r,sinceMp = ~ p  >r,becauseMp >1; 

BV E rBV BV 
b. i>r,sinceatMp = l , i = M p  =-,butif= >l , theni>r ;and  

E BV E rBV BV E 
c. Mp >i,sinceatMp=l,i=Mp=MP,butifMP >l, thenMp>i,bwause,  

BV E E 
1) ~p > 1, through h" decreasing, and, if so, j@ increases, therefore, Mp > i. or 

BV E 4 E 
2)  > 1, through BV increasing, and, if so, give% E = rBV, j@ increases. therefore, >i. 

E 
5 .  Ergo, > i > r, the cost of capital exceeds the earned return. 
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US WEST COMMUNICATIONS 

MODIFIED EARNINGS-PRICE RATIO ANALYSIS 
TELECOMMUNICATIONS COMPANIES 

EARNINGS- 
CURRENT PROJECTED Analyst's PROJ. MARKET PRICE 

COMPANY 2000EAR"GS PRICE RATIO R.O.E. R.O.E. 
(Per Share) (Per share) 2000 2003-2005 

BEL $3.30 $53.66 6.15% 

BLS $233 $46.73 4.75% 

GTE $3.83 $63.69 6.01% 

SBC $229 $43.92 5.21% 

usw $3.42 $73.23 4.67% 

29.00% 26.00% 

26.00% 26.00% 

30.50% 23.50% 

25.50% 21 50% 

NMF 41 .OO% 

AVEUGE 5.36% 27.75% 

CURRENT M.E.P.R. 1655 % 

AVERAGE 5.36% 

PROJECTED M.E.P.R. 

27.60% 

16.48% 



COMPANY 

BKLY 

CB 

C W  

OCAS 

SAFC 

SPC 

SIGI 

TRH 

AIG 

UNIT 

US WEST COMMUNICATIONS 

MODIFIED EARNJNhPRICE RATIO ANALYSIS 
INSURANCE COMPANIES 

EARNINGS- 
Analyst's PROJ. 
2000 EAR_hmJGS 

(Per Share) 

$1.21 

$4.02 

S1.65 

($0.33) 

$0.96 

S2.77 

$157 

53-56 

$3.67 

S 1.94 

MARKET 
PRICE 

(Per share) 

$21.63 

$65.90 

$39.75 

$13.32 

$22.73 

$36.63 

$18.99 

$86.04 

$115.45 

$32.47 

AVERAGE 

CURRENT M.E.P.R. 

AVEUGE 

PROJECTED M.E.P.R. 

PRICE 
RATIO 

5.59% 

6.10% 

4.15% 

NMF 

4.22% 

7.56% 

8.27% 

6.46% 

3.18% 

5.97% 

5.72% 

5.72% 

CURRENT 
R.O.E. 
2000 

4.50% 

10.00% 

4.50% 

4.00% 

5 .00% 

9.00% 

7.50% 

11.00% 

15 -30% 

7.50% 
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PROJECTED 
R.O.E. 

2003-2005 

8.50% 

10.00% 

7.00% 

1150% 

850% 

1050% 

10.00% 

12.00% 

14.50% 

11 .oo% 

7.83% 

6.78 % 

10.35% 

8.04 % 
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US WEST COMMUNICATIONS 

MODIFIED EARNINGS-PRICE RATIO ANALYSIS 
GAS DISTRIBUTION COMPANIES 

COMPANY 

ATG 

AT0 

CGC 

NJR 

NWNG 

PNY 

SJI 

Analyst's PROJ. 
2000 EARNMGS 

(Per Share) 

$1.14 

$1.00 

$1.24 

$2.68 

$1.78 

$2.1 1 

$2.08 

MARKET 
PRTCE 

(Per share) 

$16.64 

$16.53 

$16.95 

$39.70 

$21.44 

$28.89 

$26.00 

AVERAGE 

CURRENT M.E.P.R. 

AVERAGE 

PROJECTED M.E.P.R. 

EARNINGS- 
PRICE 
RATIO 

6.85% 

6.05% 

7.91% 

6.75% 

8.30% 

7.30% 

8 . W o  

7.31% 

7.31% 

CURRENT PROJECTED 
R.O.E. R.O.E. 
2000 2003-2005 

10.00% 1250% 

7.50% 15 50% 

12.50% 13.00% 

15.00% 16.00% 

10.00% 1050% 

12.50% 13.00% 

11 SO% 11 S O %  

11.29% 

930% 

13.14% 

1033% 
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US WEST COMMUNICATIONS 

MARKET-TO-BOOK RATIO ANALYSIS 
TELECOMMUNICATIONS COMPANIES 

k = R.O.E.(l-b)/(hllB) + g 
r.20001 

COMPANY 

BEL k= 29.0% (1- 0.5224 )/ 4.31 + 10.09% 

BLS 

GTE 

k= 26.0% (1- 0.6545 )/ 4.89 + 10.01% 

k= 30.5% (1- 0.5117 )/ 4.19 + 11.25% 

SBC k= 25.5% (1- 0.5739 )/ 4.05 + 11.00% 

usw k= NMF (1- 0.3706 )/ 13.56 + 8.25% 

MARKET-TO-BOOK 
COST OF E O U I "  

13.30% 

11.85% 

-1 4.80% 

13.68% 

NMF 

AVERAGE 13.41% 

STANDARD DEVIATION 1.22 % 

Note: Equity returns and retention ratios based on Value Line current year projections. 



COMPANY 

BEL 

BLS 

GTE 

SBC 

usw 

US WEST COMMUNLCATiONS 

MARKET-TO-BOOK RATIO ANALYSIS 
TELECOMMUNICATiONS COMPANIES 

k = RO.E.( l-b)/Ovl/B) + g 
[2003-2005] 

- - k= 26.0% (1- 0.6206 )/ 4.31 + 10.09% 

k= 26.0% (1- 0.7634 I/ 4.89 + 10.01% 

k= 23.5% (1- 0.6746 )/ 4.19 + 11.25% 

k= 21.5% (1- 0.6595 )/ 4.05 + 11.00% 

- - 
- - 
- - 
- - k= 41.0% (1- 0.6492 )/ 13.56 + 8.25% 
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MARKET-TGBOOK 
COST 0 F EOUITY 

12.38% 

11.27% 

13.08% 

12.81% 

9.31% 

AVERAGE 11.77% 

STAND- DEVIATIOK 0.80% 

Note: Equity r e m s  and retention ratios based on Value Line three- to five-year projections. - 



US WEST COMMUNICATIONS 

MARKET-TO-BOOK RATIO ANALYSIS 
INSURANCE COMPANIES 

k = R.O.E.(l-b)/(WB) + g 

COMPANY 

BKLY 

CB 

CINF 

OCAS 

SAFC 

Spc 

SIGI 

TRH 

AIG 

UNIT 

k= 04.5% (1- 

k= 10.0% (1- 

k= 04.5% (1- 

k= 04.0% (1- 

k= 05.0% (1- 

k= 09.0% (1- 

k= 07.5% (1- 

k= 11.0% (1- 

k= 15.3% (1- 

k= 07.5% (1- 

0.5840 )/ 0.88 + 

0.6267 )/ 1.73 + 

0.5778 )/ 1.12 + 

-0.3143 )/ 0.71 + 
O.oo00 )/ 0.68 + 

0.6i09 )/ 1.21 + 

0.6250 )/ 0.86 + 

0.9113 )/ 1.60 + 

0.9388 )/ 7.22 + 

0.1176 )/ 1.35 + 

7.18% 

7.82% 

10.63% 

7.82% 

9.08% 

8.25% 

8.35% 

10.84% 

16.11% 

7.23% 

MARKET-TO-BOOK 
COST OF EOUITY 

9.32% 

9.98% 

13.34% 

15.24% 

16.46% 

11.15% 

11.61% 

11.45% 

16.24% 

12.14% 

AVERAGE 1259% 

STANDARD DEVIATION 253 Yo 

Note: Equity returns and retention ratios based on Value Line current year projections. 
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US WEST COMMUNICATIONS 

MARKET-TO-BOOK RATIO ANALYSIS 
I ” C E  COMPANIES 

k = R.O.E.( l-b)/(M/B) + g 
[2003-2005 J 

COMPANY 

B U Y  

CB 

CINF 

OCAS 

SAFC 

SPC 

SIGI 

TRH 

AIG 

UNIT 

k= 08.5% (1- 0.7778 )/ 0.88 + 7.18% 

k= 10.0% (1- 0.6818 )/ 1.73 -I- 7.82% 

k= 07.0% (1- 0.5789 )/ 1.12 + 10.63% 

k= 11.5% (1- 0.5840 )/ 0.71 + 7.82% 

k= 08.5% (1- 0.4776 )/ 0.68 + 9.08% 

k= 10.5% (1- 0.6925 )/ 1.21 + 8.258 

k= 10.0% (1- 0.7382 )/ 0.86 + 8.35% 

k= 12.0% (1- 0.9211 )/ 1.60 + 10.84% 

k= 14.5% (1- 0.9375 )/ 7.22 + 16.11% 

k= 11.0% (1- 0.3333 )/ 1.35 + 7.23% 

MARKET-TGBOOK 
COST OF EOUITY 

9.34% 

9.66% 

13.28% 

14.57% 

15.63% 

10.92% 

11.39% 

11.43% 

16.23% 

12.67% 

AVERAGE 1251 % 

STANDARD DEVIATION 2.40 % 

Note: Equity returns and retention ratios based on Value Line three- to five-year projections. 
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COMPANY 

ATG 

AT0 

CGC 

NJR 

“G 

PNY 

SIX 

US WEST COMMUNICATIONS 

MARKET-TO-BOOK RATIO ANALYSIS 
GAS DISTRIBUTION COMPANIES 

k = R.O.E.(I-b)/(M/B) + g 

- k= 10.0% (1- 0.0609 )’ 1.39 + 3.80% - 
k= 07.5% (1- -0.2667 )’ 1.39 + 5.99% - 
k= 12.5% (1- 0.2615 )’ 1.64 + 4.56% - 
k= 15.0% (1- 0.3509 )’ 2.25 + 6.34% - 

k= 10.0% (1- 0.3111 )’ 1.19 + 4.74% - 

k= 12.5% (1- 0.3048 )’ 1.72 + 5.79% - 
k= 11.5% (I- 0.3209 )’ 1.44 + 4.94% - 

- 
- 
- 

- 

- 
- 

U4RKET-TO-BOOK 
COST OF EOUITY 

1057% 

12.83% 

10.19% 

10.67% 

1052% 

10.83% 

10.37% 

AVERAGE 1086% 

STANDARD DEVIATION 089% 

Note: Equity returns and retention ratios based on Value Line current year projections. 
-4 
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COMPANY 

ATG 

AT0 

CGC 

NJR 

"G 

PNY 

SJI 

US WEST COMMUNICATIONS 

MARKET-TO-BOOK RATIO ANALYSIS 
GAS DISTRIBUTION COMP-S 

k = R.O.E.( I-b)/(M/B) + g 
[2003-2005] 

- - k= 12.5% (1- 0.3030 )/ 1.39 + 3.80% 

- - k= 15.5% (1- 0.4375 )/ 1.39 + 5.99% 

- - k= 13.0% (1- 0.4118 )/ 1.64 + 4.56% 

- - k= 16.0% (1- 0.4865 )/ 2.25 + 6.34% 

k= 10.5% (1- 0.4348 )/ 1.19 + 4.74% - 

- - k= 13.0% (1- 0.4036 )/ 1.72 + 5.79% 

- - k= 11.5% (1- 0.3846 )/ 1.44 + 4.94% 

AVERAGE 

STANDARD DEWATION 

Note: Equity returns and retention ratios based on Value Line three- to five-year projections. 

WARKET-TGBOOK 
COST OF EOUITY 

10.08% 

12.26% 

9.23% 

10.00% 

9.72% 

10.29% 

9.86% 

10.21 % 

0.97 % 
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US WEST COMMUNICATIONS 

OVERALL COST OF CAPITAL 

TYPE OF PERCENT COST WT. AVG. 
CAPITAL OF TOTAL RATE COSTRATE 

Common Equity 52.43% 11.75% 6.16% 

Total Debt 47.57% 7.39% 3.52% 

TOTALS 100.00% 9.68% 

PRE-TAX INTEREST COVERAGE = 3.92~ 

*Assumming the Company experiences a 40% Federal and State income 
tax rate, prospectively, the pre-tax overall return would be 13.78% [9.68% - 
3.52% = 6.16%/(1-40%) = 10.527%% + 3.52%]. That pre-tax overall return 
(13.78%), divided by the weighted cost of debt (3.52%), indicates it pre-tax 
interest coverage level of 3.92 times. 
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US WEST C0MMU”CATIONS 
ARIZONA JURTSDICTlONAL NET INCOME 

NET INCOME 

t 

1993 1994 1995 1996 1997 1996 1999 

Data born Company response to SGHO1-11. 
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EXECUTIVE S L W A R Y  

Mr. Hill responds to the Rebuttal Testimony of Company rate of return u-imess 

Peter Curnmings. Mr. Cummings’ rebuttal is, in the main, short on substance and does 

not cause Mr. Ell to change his testimony or recommendation to the Commission in any 

way. Mr. Hill continues to recommend that an equity return of 11.75% and an overall 

return of 9.55% be utilized to set rates for the Company’s local exchange optrations in 

Arizona. 

Company witness Cummings claims that Mr. Hill’s use of gas distribution 

companies to establish the lower end of a range of reasonable equity returns for the 

Company is improper. However, Mr. Cummings’ focus is on Qwests’ corporate 

operations, not on the portion of that company for which rates are to be set in this 

proceeding-Qwests’ local exchange operations in Arizona. Mr. Hill demonstrates that 

he has provided very specific evidence regarding the operations of Qwests’ Arizona local 

exchange operations which indicates that the Company has similar operating risk to gas 

distributors. Those data were confirmed independently by other witnesses in this 

proceeding. Mr. Cummings’ rebuttal fails to discuss any of those Company-specific, 

Arizona-specific operating risk issues presented by Mr. Hill. 

Mr. Cummings also takes issue with Mr. Hill’s use of telecommunications 

holding companies to establish the upper end of a reasonable range of equity returns for 

the Company. However, the fact that large, diversified telecommunications holding 

companies (which hold substantial stakes in wireless, cable and overseas telephone 

operations) are riskier than local exchange operations is widely accepted and confirmed 

by the telcos themselves in their S.E.C. filings. As support for tha€ position, Mr. Hill cites 

the recent Order by the Vermont Public Service Board in an equity return determination 

for Bell Atlantic (now Verizon). That Order found that an 11.5% equity return was 

reasonable, and confirmed that it is widely understood in the finandal community that 

local exchange operations are less risky than the operations of the larger, diversiryed 

telecommunications holding companies. 

1 



Mr. Cummings also questions Mr. Hill’s use of property/casualry insurance 

companies as support for the upper end of a reasonable range of equity returns for 

Qwests’ local exchange operations in Arizona. However, Mr. Hill discusses the need for 

additional support for the upper end of his range due to the relatively small (and 

dwindling) number of large telecom firms that have significant local telephone 

operations. Mr. Hill also points out that those firms are both fully-competitive and rate 

regulated and, therefore, are similar regulatory risk-wise to the telecom companies. 

Finally, the average beta coefficient of those insurance firms studied by Mr. Hill is 

greater than the average beta coefficient of the telecommunications holding companies, 

signifying greater risk for the former. That factor indicates the use of insurance 

companies is a conservative proxy for the equity return of large telecom holding 

companies. Mr. Cummings, who relies heavily on beta in his cost of capital analysis is 

silent in his rebuttal on that issue and, instead, opines that Mr. Hill’s use of insurance 

companies as an additional indicator of the upper end of a reasonable range of equity 

returns for the Company “just doesn’t make sense.” Mr. Cummings position does not 

constitute reliable rebuttal to Mr. Hill’s use of competitive firms to set the upper end of a 

reasonable equity cost range in this proceeding. 

In his Rebuttal Testimony, Company witness Cummings opines that *W. Hill-’s 

“failure” to rely solely on earnings growth rate projections is at odds with normal cost of 

capital estimation practice. That concern is unfounded. Mr. Hill’s equity cost analysis is 

based on sound financial economics, is well within the norms exhibited by rate of return 

professionals and has been accepted for ratemaking purposes. Mr. Hill devotes a 

significant portion of his Direct Testimony to explaining the accounting mechanics of 

how growth actually occurs in regulated firms, citing references to the financial literature, 

and discussing in detail the growth rate analysis of each company he analyzes. In 

addition, Mr. Hill discusses the problems of basing DCF growth rate exclusively on 

earnings growth projections. In exploring that latter point, Mr. Hill again relies on his 
I research and understanding of the financial literature and shows that, while earnings 

growth rate estimates are influential and should certainly be considered in determining 
I the long-term sustainable growth rate called for in the DCF, they should not be given 
I 
I 

.. 
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exclusive consideration. Investors have access to many different types of grou.?h rate 

information (e.g.. historical and projected growth in dividends, sustainable g r o u a .  and 

book value as well as earnings) and it is simply not reasonable to believe-as u-imess 

Cummings implies-that investors, en masse, ignore all growth rate indicators t scept  

projected earnings growth. 

The final issue to which Mr. Cummings devotes a rather large portion of his 

Rebuttal Testimony addresses one portion of the Capital Asset Pricing Model 

(CAPM)-the market risk premium. Specifically, there are two ways to calculate an 

average market risk premium from historical data. The first is a geometric mean. which is 

effectively the compound growth over the entire period. The second is an arithmetic 

mean, which is the sum of the yearly growth rates divided by the number of years. Mr. 

Hill uses both averages in his CAPM, and Mr. Cummings believes only the arithmetic 

average is proper. Mr. Cummings recognizes in his rebuttal that the issue of which 

growth rate average is correct is undecided in the financial literature. Nevertheless, he 

concludes that only the arithmetic mean should be considered in the CAPM. Mr. Hill’s 

surrebuttal shows that the key rationale on which Mr. Cummings’ support of the 

arithmetic mean rests is, itself, controversial in the literature, and the issue of which 

historical average to use is not as black and white as Mr. Curnmings’ rebuttal indicates. 

In addition, Mr. Hill notes that investors have equal access to both averages which are 

published in the same source and other studies of historical return data indicate that both 

averages may be conservative (ie., too high) for cost of capital estimation purposes. In 

sum, Mr. Cummings extensive rebuttal on this rather small point is unconvincing and Mr. 

Hill’s position that all of the available data (both the geometric and arithmetic avcrages) 

should be used in an accurate CAPM analysis remains reasonable. 

I 
... 
111 
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INTRODUCTION / SUMMARY 

Q. PLEASE ST.4TE YOUR NAME, OCCUPATION AND ADDRESS. 

A. My name is Stephen G. Hill. I am self-employed as a financial consultant, and principal of 

Hill Associates. a consulting fm specializing in financial and economic issues in regulated 

industries. My business address is P. 0. Box 587,4000 Benedict Road, Hunicane, West 

Virginia, 25526 (e-mail: sghill@compusenccom). 

Q. ARE YOU THE SAME STEPHEN HILL WHO TESTIFIED PREVIOUSLY LN THIS 

PROCEEDING ON BEHALF OF THE STAFF OF THE ARIZONA COIU'ORATIO~ 

COMMISSIOS REGARDING COST OF CAPITAL ISSUES? 

A. Yes, I am. In my Direct Testimony in this proceeding I presented a cost of capital analysis 

for the Arizona local exchange operations of Qwest, formerly US WEST Communications, 

Inc. (Qwest, ths Company). That analysis indicated that the cost of equity capital for 

Qwest's Arizona local exchange operations is 11.75% (the mid-point of a reasonable range, 

11% to 12.5% j and the overall cost of capital which should be utilized for rataetting 

purposes is 9.55%. 

Q. WHAT IS T€€E PURPOSE OF YOUR TESTIMONY AT THIS TIME? 

A. I will respond to the Rebuttal Testimony of Company witness Peter Cummings. 

Q. HAS THE REBUTI'AL, TESTIMONY OF COMPANY WITNESS CUMMJ3GS 

CAUSED YOU TO AMEND YOUR 'IESTlMONY OR YOUR RECOMMEhD-ATIONS 

TO THE COMMISSION IN ANY WAY? 

A. No. Except for his testimony addressing one portion of one type of corroborative cost of 

capital model. -Mr. Cummings rebuttal is, in the main, extremely short on substance. It fails 

to address objective differences between our analytical techniques that might be tied to 

1 
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underlying economic theory and relies, instead, on disparaging remarks about me. 

personally. As such, it amounts to very little rebuttal of substance. Moreovsr. as I will 

demonstrate subsequently, the information presented by Mr. Cummings in the one area in 

which he does present substantial rebuttal-the selection of a Capital Asset h c i n g  Model 

(CAPM) market risk premium-supports my position on that issue. 

Q. HOW WILL YOUR SURREBUTTAL TESTIMONY BE ORGANIZED? 

A. I will respond to the issues raised by Company witness Cummings in the order presented 

k his Rebuttal Testimony. Mr. Cummings discusses the relative risk of local exchange 

telephone operations, the growth rate parameters in the Discounted Cash Flow (DCF) 

analysis and the selection of the market risk premium in the Capital Asset Pricing Model 

(CAPM). 

Q. IS YOUR EQUITY COST ESTIMATE RANGE FOR QWEST’s ARIZONA LOCAL 

EXCHANGE OPERATIONS OF 11% TO 12.596, WITH A MID-POINT OF 11.75%, 

REASONAJ3LE FOR RATESETTING PURPOSES IN THIS PROCEEDING? 

A. Yes. As I demonstrated in significant detad in my Direct Testimony an equity cost estimate 

range for the Company’s local exchange telephone operations in Arizona of 11% to 12.5% 

properly recognizes the return equity investors require for the risk of those operations, 

provides a return which will allow the Company to attract capital and, thus, balances the 

interests of investors and ratepayers. Mr. Cummings’ testimony to the contrary is incorrect. 

Q. AT PAGE 16 OF HIS REBUTTAL MR. CUMMINGS CLAIMS THAT GAS 

DISTRIBUTION COMPANIES SHOULD NOT BE USED TO DETERM33-E THE 

LOWER EhQ OF A REASONABLE RANGE OF PROFITABILITY FOR THE 

COMPANY. IS THAT CORRECT? 

A. No. It is correct, as I point out in my Direct Testimony, that gas distribution operations are 

less risky than local exchange telephone operations. However, Mr. Cummings’ rebuttal 

conclusion, Le., that the market-determined cost of equity capital of gas distribution 

2 
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companies is nor useful in assisting the determination of a cost of equity ran, De for local 

exchange companies. is incorrect. Moreover, there are many flaws in the subjecrive 

rationale he offers. 

First, when Mr. Cummings discusses the “Company’s” operating risk. he is careful 

to refer to the entire company-the telecommunications holding company ( Q w a t  

Corporation). However, the focus in tius proceeding and the ostensible object of our 

inquiry is the ,Arizona local exchange telephone operations, not any of Qwest‘s other 

(arguably more risky) operations. Therefore, when Mr. Cummings testifies that Qwest 

Corporation is considerably more risky than gas distributors, he’s correct, but he’s off 

point. Qwest Corporation is also considerably more risky than its local exchange operations 

in Arizona. What Mr. Cummings purposefully overlooks in his focus on Qwest 

Corporation is that the Company’s local exchange operations, while carrying somewhat 

more risk than gas distribution operations, have a risk profile that is similar in many ways 

to gas distributors. I discuss the ways in which local exchange operations are similar to gas 

distribution operations in my direct testimony at pages 19 and 20. Mr. Cummings does not 

discuss that testimony in hls rebuttal. 

Second, Mr. Cummings cites the average beta for the telecommunications holding 

companies (0.84) as evidence that “the Company” has substantially greater risk than gas 

distribution companies (beta = 0.55). Again, Mr. Cummings grounds his position on the 

wrong company. Le., comparing the risk of the much riskier, more diverse 

telecommunications holding companies to the risk of gas distributors. However, we are not 

setting rates for a diversified telecommunications holding company, we are setting rates for 

a local exchange telephone company which remains, in many ways, similar to a gas utility 

operation. Also. as I point out in Appendix D attached to my Direct Testimony in ‘ ~ s  

proceeding. beta. alone, is not a particularly reliable measure of relative risk. Finally, it is 

curious that Mr. Cummings would rely so heavily on beta to support his rejection of my 

gas distribution proxy group. That is because the average beta coefficient of my insurance 

proxy group (according to Mr. Cummings’ own Rebuttal Schedule PCC-01, page 2) is 

higher than the average beta of even the telecommunications hol lng companies (0.94 v. 
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0.82). In that instance hs  preferred risk measure, beta, indicates that the insurance proxy is 

riskier than the telecom holding companies; and should yield conservative (high) equity 

cost result. Yer. Mr. Cummings rejects my use of those insurance companies as ~vell. 

Thus, it appears that his reliance on beta as a risk similarity measure is selective in that it 

eliminates only the lower risk, lower return companies. 

Third, following my discussion of the similarities between local exchange telephone 

and gas distribution operations, at page 21 of my Direct Testimony, I discuss v e q  speclfic 

issues related to the market share of the Company’s Arizona local exchange operations. 

Those data show that the Company, even following the onset of competition. continues to 

control an enormous share of the market. Moreover, the Company’s local exchange 

revenues have shown strong, steady growth over the past ten years and, over the past four 

years (a period when competition is supposedly creating greater operating risk) the 

Company’s Arizona jurisdictional revenues grew even more rapidly. That jurisdictional 

operating history is based on the Company’s own confidential information and was 

anfirmed independently in the Direct Testimony of AT&T witness Selwin in this 

proceeding: 
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“A primary public source of this information is the 
competition data submitted by the ILECs to the FCC’s 
Common Carrier Bureau on a voluntary basis. The most 
recent such data was reported as of June 30, 1999. The 
information reported to the FCC by US West for Arizona 
shows that 0.5 percent-that is, one-half of one percent-of 
the Company’s switched lines were being provided to 
CLECs for “total service resale” [footnote omitted] UNE 
loops leased by C L E O  from US West in Arizona accounted 
for another 0.1 percent of US West’s switched access lines 
[footnote omitted], for a grand total of six-tenths of one 
percent [footnote omitted].” (Selwin Direct, p. 8,l .  17 
through p. 9,1. 2) 

These data. along with similar information provided in my direct testimony show 

quantitatively that the Company’s local exchange operations retain operating characteristics 

that are similar to utilities. Importantly, Mr. Cummings offers not one word in rebuttal 

regarding the Company’s market share in Arizona or the Company’s jurisdictional financial 

operating results. 
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In sum. as I noted above, I recognize that due to the nature of telecommunications 

services and the technological innovation which exists in that industry, local exchange 

telephone companies have somewhat more risk than regulated utihtpperations. However, 

in many ways. not the least of which is market share, the operating risk of local exchange 

telephone operations are similar to those faced by gas distributors. Therefore. it is 

reasonable to use, as I have in my testimony, the uppermost end of a reasonable range of 

equity returns for gas distributors as the lowest end of a reasonable range of equity returns 

for local exchange telephone operations. That means that the very lowest equity return I 

would recommend for the least risky local exchange company would be equal to that 

appropriate for the riskiest gas distribution operation. Of course, the equity return I 

recommend for Qwest’s Arizona operations is well above (75 basis points) that level. Mr. 

Cummings’ rebuttal regarding my use of gas distribution companies to establish a lower 

bound of equity returns for local exchange companies is off-point, logically inconsistent, 

and selectively ignores quantitative evidence provided by the Company and confirmed by 

other witnesses in this proceeding that the Company’s operating risk is, indeed, somewhat 

similar to that of a utility operation. 
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SUBSEQUEhT TO HIS TESTIMONY REGARDING GAS COMPANIES. M R  

CUMMINGS INDICATES THAT THE UPPER BOUND OF A RETUFQN M T G E  

SHOULD BE EQUIVALENT TO, NOT AT THE LOWER END OF A REASONABLE 

RANGE FOR TELECOMMUNICATIONS HOLDING COMPANIES. IS HE 

CORRECT? 

No. The fact that local exchange telephone company operations carry lower risk than the 

diversified holding companies is widely recognized in the fmancial media. by the 

companies themselves, and, as shown in the quote below, by regulators: 

“The greater risks posed by the diversified holdings of 
RBHCs [telecom holding companies], as opposed to the 
relative safety of their local exchange operations, is well 
documented, thus warranting the use of the low end of the 
group [to set the upper end of a reasonable range for local 
exchange operations]. Bell Atlantic Corporation in its SEC 
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Form S-4 related to its merger with “ E X ,  represented to 
the investment community that the holding company as a 
whole is a more risky venture than its local exchange 
telephone Operations [footnote omitted]. Memll Lynch, pre- 
merger Bell Atlantic’s financial advisor for that deal, set a 
discount rate for the local telephone operations of Bell 
Atlantic Corporation and “ E X  of 8 to 10 percent, and set 
discount rates for the holding companies’ other businesses, 
such as long distance and cellular, at 10 to 14 percent. Bond 
rating agencies have confirmed that the local exchange 
operations of an RBHC present a far lower risk profile than 
that of the RBHC with its diverslfied holdmg of risky 
enterprises [foomote omitted].” (Vermont Public Service 
Board Order in Docket Nos. 6167 and 6189, Investigation 
into an Alternative Regulation Plan for New England 
Telephone and Telegraph Company d/b/a Bell Atlantic- 
Vermont, March 24,2000, p. 75) 

It should also be noted that in the recent Vermont Order cited above, that regulatoq body 

not only accepted the lower end of the cost of equity range for the telecommunications 

holding companies as reasonable for the upper end of the cost of equity range for iocal 

exchange operations, they accepted the reasonableness of using the upper end of the cost of 

equity range for gas distributors as the lower end of the cost of equity range for local 

exchange operations. 

Q. AT PAGE 20 OF HIS REBUTTAL, MR. CUMMINGS QUESTIONS YOLX CSE OF 

INSURANCE COMPANIES AS SIMILAR-RISK PROXIES TO THE 

TELECOMhKNCATIONS COMPANIES. HOW DO YOU RESPOND? 

A. Mr. Cummings cites a portion of my testimony which underscores the fact that insurance 

companies are fully-competitive f m s  and then opines that my selection of those f i s  as 

similar-risk proxies to the telecom holding companies “doesn’t make sense.” Yet  it is Mr. 

Cummings who insists the Company is “in competition with other providers“ (Cummings 

Rebuttal, p. 17.1.5). It would seem, then, that fully-competitive f m s  like insurance 

companies would make at least some “sense” to Mr. Cummings. 

It is important to recall, as I noted in my Direct Testimony, that I elected to analyze 

the equity COSL of the insurance companies in addition to the telecommunications holding 
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companies because the latter were undergoing mergers and had shrunk 10 jus: ih-2 in 

number. The fluctuating corporate alliances as well as the small number of firms in the 

telecommunications sample group, in my view, made the equity cost estimate for those 

companies somewhat less reliable that it has been in the past. For those reasons. I Elected to 

bolster the equity cost estimate for the telecommunications f m s  (the high end of a 

reasonable range for local exchange companies) by analyzing property/casualty insurance 

companies. 

Also, a portion of my testimony, immediately following the section that Mr. 

Cummings elects to cite, discusses the fact that insurance companies (unlike grocery stores, 

for example) are rate-regulated operations. That fact also makes them reliable proxies for 

the telecom companies which have a portion of their operations (local exchange companies) 

that are rate-regulated. Mr. Cummings fails to discuss this point. 

Finally, the average beta coefficient of the insurance companies is higher than that 

of the telecommunications holdmg companies. As I noted, Mr. Cummings rcLies heavily on 

the beta risk measure in both his Direct and Rebuttal testimonies, but is silent on that issue 

here. According to that risk measure, the insurance companies are not only nlatively 

similar in risk to the telecom holding companies-they have greater risk. That would mean 

that an equity cost determined for those companies would exceed that appropriate for even a 

telecom holding company. It would seem that the beta risk measure would be suf5cient to 

indicate a high enough risk level to suit Mr. Cummings, but, again, he is silent on that 

subject and simply declares that my use of insurance company proxies “makes no sense.” 

In fact, the use of insurance companies as proxies for diversified telecom holding 

companies makes plenty of sense from both a quantitative (statistical) and qual i ta~ve 

(economic) standpoints, and the results of my equity cost analysis of those companies (as 

shown on page 44  of my direct Testimony) is, indeed very similar to the teleconi holding 

companies. As such, it confirms the reasonableness of the upper end of my recommended 

range for the Company’s local exchange operations. Mr. Curnmings’ rebuttal on this point 

should be ignored. 
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Q. MR. CUMMINGS CHARACTERIZES YOUR USE OF INSURANCE C O W - L W S  TO 

Docket NO. T-1051B-99-105 

SUPPORT THE EQUITY COST ESTIMATE OF THE TELECOM HOLDING 

COMPANIES AS “AD HOC.” HE MAKES THE SAME COMMENT REGARDING 

YOUR DCF GROWTH RATE ANALYSIS. WHAT DOES HE MEAN BY THAT? 

A. The Webster’sl dictionary I have in my office defines “ad hoc” as something that is “for a 

specific purpose, case, or situation,” as in “an ad hoc committee was formed to study the 

problem.” We can safely assume that the “specific purpose” afforded my DCF growth rate 

analysis or my use of insurance companies by Mr. Cummings is 

equity of a local exchange operation.” If that were the case, calling my analysis “ad hoc” 

would not constitute rebuttal; it would be an affirmation. What Mr. Cummings implies is 

that I have simply made up an analysis which produces the results I want. This is a 

completely false and self-serving assertion. 

“to estimate the cost of 

In response, I would note three things. First, as I discussed above, I provided 

specific rationale for the use of additional proxy companies. Mr. Cummings elected to 

ignore that rationale in his rebuttal and cast aspersions instead. 

Second, my DCF growth rate analyses for each of the companies I analyzed in my 

Direct Testimony is discussed in great detail in Appendix C attached to that kstimony. 

Moreover, in the body of my Direct and in Appendix B attached to it, I discuss the 

theoretical rationale on which that growth rate analysis is grounded and provide cites to the 

sources. Finally, I discussed the flaws in relying exclusively on earnings growth rate 

projections, showing the wide variability of those estimates and discussing the studies in 

the financial literature which purportedly support the use of earnings growth measures. Mr. 

Cummings “rebuttal” fails to discuss the merits or demerits of any portion of my growth 

rate analysis-not one sample group, not one company, not a portion of the analysis of any 

company.. .nothing. He merely dubs it “ad hoc.” 

Third, Mr. Cummings and I have tesMied against each other many times over many 

years. He knows very well that the methodologies I use are based on economic theories 

Webster’s 11. New Riverside Universitv Dictionam, Riverside Publishing Company, Haughton 3Wfli1-1 
Company, Boston MA, 1988. 
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that are widely accepted and have been applied in a consistent manner. The analyiical 

methods I have used to estimate the cost of equity have been consistent for more than 

fifteen years and have been accepted by regulatory agencies. The notion that I havt 

somehow “fured” the 11.75% equity cost estimate I present in tlm proceeding prior to 

undertaking my analysis is just plain silly, as are Mr. Cummings’ comments thar my 

analysis was done on an “ad hoc” basis to produce a specific result. 

Q. AT PAGE 24 OF HIS REBUTTAL,, MR. CUMMINGS INDICATES THAT YOUR DCF 

GROWTH R4TE ANALYSIS IS FLAWED BECAUSE YOU HAVE NOT RELIED ON 

ANALYST’S GROWTH RATE PROJECTIONS. IS THAT CORRECT? 

A. No. The “consensus” analyst’s growth rate estimates to which Mr. Cummings r&rs are 

earnings growth rate estimates. I have considered those growth rates in my analysis, but 

have not slavishly plugged them into a DCF analysis because to do so, absent consideration 

of any other-widely-available growth rate data, would run the risk of producing equity cost 

estimates which are seriously in error. 

There are many reasons for this, all of whch I discuss in detail in my D i r x t  

Testimony. The notion of a “consensus” growth expectation among analysts is not a 

reality. As shown in Table I on page 52 of my Direct Testimony, analysts’ earnings growth 

rate estimates for the telecommunications holding companies s h o e d  an average range of 

about 800 basis points from the lowest growth rate estimate to the lughest 

Appendix B attached to my testimony shows how earnings growth rates can be 

distorted by operating changes and that sole reliance on that one measure of growth can 

produce unreliable equity cost estimates. There are many other growth rate measures, both 

historical and projected, which are widely available to investors and should be considered 

in order to determine the long-tern sustainable growth rate called for in the DCF model 

(e.g., dividend and book value growth rates). 

Finally, as I also noted in my Direct Testimony, the academic studies t h a  show 

analysts’ earnings growth projections to be superior price predictors are all based on 

comparing those projections with simple historical average growth rates. If I were basing 
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my DCF cost of capital estimate solely on historical average growth rates, M i .  Cummings’ 

rebuttal might have some moment. However, my DCF growth rate analysis-spelled out in 

detail for each company analyzed in Appendix C attached to my Direct Testimony-is 

based not on simple historical growth rates of one particular measure but trends in historical 

growth of many variables in combination with projected growth rates for earnings, 

dividends and book value-all of which are publicly available analysts’ projections. 

Q. THE LAST ISSUE RAISED BY MR. CUMMINGS IN REGARD TO YOUR 

TESTIMONY IS THE SELECTION OF A PARTICULAR KIND OF MATJ3EMATICAL 

AVERAGING TECHNIQUE. HE DEVOTES SEVERAL PAGES OF TESTIMONY AND 

A 19-PAGES APPENDIX TO THIS ISSUE; CAN YOU PUT THIS INTO 

PERSPECTIVE? 

A. Yes. The issue to which Mr. Cummings has devoted a great deal of his rebutLal is me 

portion of the Capital Asset Pricing Model. In that econometric model, the cost of capital is 

equal to the risk-free rate of return (U.S. Treasury bills) plus beta (a measure of relative 

risk) times the market risk premium (the historical average difference between ths return on 

stocks and the retum on Treasury bills). The formula is expressed as follows: 

where “K’ is the cost of equity capital of an individual security, “ri’ is the risk-&= rate of 

return, ‘‘P’ is the beta coefficient, “rm” is the average market return and “rm - ri’ is the 

market risk premium. Mr. Cummings rebuttal testimony focuses only on tha; k term in 

the CAPM equation-the market risk premium. 

There are two ways to calculate the average historical return Merencc between 

stocks and bonds: geometric averaging and arithmetic averaging. As I explaind in my 

Direct Testimony at page 35, geometric averaging is the n” root of the prodm of “n” 

numbers and produces what amounts to a compound return over time. Arithmetic averaging 

is the mean of the sum of the individual yearly returns and (based on the Ibbotson data used 
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by Mr. Cummings md myself) assumes monthly s e b g  and re-buying of the entire market 

Docket NO. T-1051B-99-105 

portfolio. 

In my CAPM analysis I have used both the geometric and the arithmetic mean 

market risk premium published by Ibbotson associates (7.4% and 9.4%), while -Mr. 

Cummings uses only the arithmetic mean (9.4%). The difference between the average 

market risk premium I used in my CAPM (8.4%) and that used by Mr. Cummings (9.4%) 

is 100 basis points. Depending on the value of beta (e.g., 0.56 for gas distributors, 0.84 

for telecom holding companiesz) the difference in the choice of market risk premium can 

have an impact on the CAPM result of 50 to 80 basis points. It is to this issue that Mr. 

Cummings devotes more than 20 pages of his rebuttal testimony. 

Q. IS MR. CUMMINGS CORRECT THAT ONLY THE ARITHMETIC MEA!! SHOULD 

BE CONSIDERED IN A CAPM COST OF EQUITY ESTIMATE? 

A. No. As even Mr. Cummings admits at the outset of his long discussion of this issue, 

". . .there is not universal agreement among finance academics and practitioners.'' This, 

some believe that the arithmetic mean is appropriate, some believe the geometric mean is 

appropriate. Both means are published by the same data source (Ibbotson kssociates) and 

are equally available to investors. The decision to use both the geometric and arithmetic 

mean market risk premium is supported by both theoretical and practical reasons. 

Q. WHAT, THEN, IS THE NEXUS OF MR. CUMMINGS' CONCERN PSGARDING 

THIS ISSUE? 

A. Because Mr. Cummings admits that both the geometric and arithmetic means arc supported 

in the literature and because this issue is relegated to one portion of a methodolog which I 

believe should be used only in a corroborative role in ratemaking, and because I have 

already discussed this issue in some detail, my discussion here will be brief. 

As is invariably the case with economic theory, the assumptions used to construct 

the theory are an extremely important part of the whole, an&e rationale on which Mr. 

Cummings Rebuttal. Exhibit PCC-01, pp. 1, 2. 
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Cuminings bases his support for the use of arithmetic averaging is no exception. One key 

assumption on which the arithmetic-is-best logic lies is illustrated by the decision tree 

shown on page 2 of Mr. Cummings’ rebuttal Appendix I. That decision tree logic 

represents the investor’s decision with a hypothetical scenario in which she has an equal 

chance of earning a return of +30% or -10% in any one year. That scenario ,Oives rise to 

the “most common outcome” (the geometric mean) but, according to that logic. the 

“expected return” is the arithmetic mean, which due to the uncertain probability distribution 

of returns is a Iarger number than the geometric mean. This economic theory holds, then, 

that the arithmetic mean is the proper return to use for cost of capital purposes because it 

purportedly represents investors’ expectations. 

It is important to remember that I do use the arithmetic mean in my CAPM analysis, 

so I do not completely discwnt the logic extant in the decision tree theory. However, that 

logic has problems that Mr. Cummings does not discuss. Key among those problems is 

that the decision tree theory assumes that each possible outcome in any period (the +30% or 

-10% returns in Mr. Cummings’ Appendix 1, p. 2, decision tree) is statistically 

independent from any other outcome. That is, the return in any one period is not dependent 

in any way on what happened the previous period, or related in any way to any alternative 

return that might occur. As noted in the Copeland text cited in my Direct Testimony, that 

turns out to be an assumption that is disputed in the literature of financial economics. In 

constructing their own version of the decision tree logic discussed above tho= authors 

note: c 

“To contrast the geometric and average [arithmetic] rates of 
return, we can go back to the earlier example where we 
observed two periods of return, the first with a rate of return 
of 100 percent and the second with -50 percent. What can 
we infer from these data? Ifwe are willing to d e  the 
strong assumption that each return is an independent 
observation from a stationary underlying probability 
distribution, then we can d e r  that four equally likely return 
paths actually exist: 100 percent followed by 100 percent, 
100 percent followed by -50 percent, -50 percent followed 
by 100 percent and -50 percent followed by -50 percent. 
These possibilities are illustrated in Exhibit 8.5 [a decision 
tree, omitted]. The shaded area represents what we have 

’ ’ 
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actually observed [the geometric mean], and the remainder of 
the binomial tree is what we have inferred by assuming 
independence. . . . 

Finally, empirical research by Fama and French 
(1988), Lo and MacKinlay (1988), and Poterba and 
Summers (1988) indicates that a long-term negative 
correlation exists in stock returns [footnote omitted]. Hence, 
historical observations are not independent draws from a 
stationary distribution. (Copeland, T., Koller, T. , Murrin, 
J. , Valuation. Measuring and Managin? the Value of 
Companies, 2nd Ed., Wiley & Sons, New York, 1994, pp. 
262-3, emphasis added) 

Therefore, while the decision tree logic appears compelling, a key assumption on which it 

rests is at odds with evidence available in the financial literature3. 

There are many other reasons offered in my Direct Testimony (pp. 34-36) regarding 

practical shortcomings of an arithmetic average which I will not repeat here. In addition, it 

should be noted that, in my Direct Testimony, I discussed other available estimates of long- 

term market risk premium data which indicate that the Ibbotson data (including the lower 

geometric mean) may substantially overstate the actual market risk premium investors 

utilize. Mr. Cummings makes no comment regarding that testimony. 

In sum, as I noted in my Direct Testimony, while the arithmetic average market risk 

premium should be considered in developing a CAPM cost of equity estimate, it should not 

be given exclusive consideration. Mr. Cummings’ dissertation on this issue, while 

interesting from a theoretical viewpoint, does not support his rebuttal position that the 

Commission would be better served or that the CAPM cost of equity would be more 

accurate by relying on only part of the data available to investors. All of the available 

data-both the geometric and arithmetic average market risk premiums-should be used in 

calculating a CAPM cost of equity capital. 

Q. DOES THIS CONCLUDE YOUR SURREBUTTAL, TESTIMONY IN THIS 

PROCEEDING? 

A. Yes, it does. 

It is also noteworthy that the financial literature cited by Copeland, et al, (late 1980s) is substantially more 
recent than that of Blume (1974) on whose work Mr. Cummings relies most heavily. 
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ARIZONA COIUPOIUT~QN COMMISSION STAFF’S RESPONSES TO 
COX ARIZONA TELCQM, L.L.C.’S SECOND SET OF DATA mQUESTS T 

COMMISSION STAFFIQWEST CORPORATION RE PROPOSED SETTLEME 
DOCKET NO. T-0 IO5 1 E-99-0105 

NOVEMBER 13,2000 

cox 2 -3 Has Qwest prepared a TSLRIC study for each of the Basked I and Basket 3 
services and service packages? Has the ACC examined and approved all such 
Qwest TSLRIC studies? 

RESPONSE: In all cases that Staff has requested a TSLRIC study, Qwest hnu provided 
that information to Staff. The ACC has not approved Qwest TSLRlC 
studies for all possible services and packages. The Staff has looked at  
some TSLRIC studies. An analysis of certain cost studies is also 
contained in Mr. Dunkel’s Direct Testimony and Schedules on Rate 
Design, which has already been prefiled in this proceeding, including, but 
not necessarily limited to pages 43-46 and Schedules WDA-I8 and WWA- 
19. Other than that testimony, the Stnff may have filed other testimony or 
reports which contain in other proceedings, an analysis of whether or not 
cost studies filed by Qwest are appropriate. Any wuch Staff tcstimonies 
or reports would be a matter of public record. Staff has reviewed the 
methodoloty used by Qwest to support its TSLRIC filings and has 
thoroughly reviewed studies provided by Qwest to support proposed 
rates. Based upon past filings, Staff has found that Qwest’s TSLMC 
studies tend to more than support its proposed rates. 

Economist, Arizona Corporanon Commission 
Respondent(s): William Dunkel, ACC Consultant; Wilfred M. Shand, Jr., Chief 
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